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Court of Appeals of the District of Columbia 


No. 5719. 

| 

Fidelity Savings & Loan Association, Appellant, 

vs. J 

David Burnet, Commissioner of Internal Revenue. 


1 Docket No. 14862. 

Fidelity Savings & Loan Assn., Petitioner, 

vs. 

1 

Commissioner of Internal Revenue, Respondent. 
Appearances: 

For Petitioner: L. L. Hamby, Esq. 

For Respondent: P. M. Clark, Esq., A. M. Carnduff, 
Esq., C. C. Holmes, Esq. 

Docket Entries. 

1926. j 

Apr. 26. Petition received and filed. 

May 5. Copy of petition served on Solicitor. 

May 5. Notification of receipt mailed taxpayefr. 

June 21. Answer filed by Solicitor. 

Aug. 5. Copy of answer served on taxpayer—General 
Calendar. 

1928. 

Feb. 20. Hearing set April 30, 1928. 

Apr. 30. Hearing had before Mr. Littleton—continued to 
Fall Term by consent. 

Apr. 30. Order of continuance to Fall of 1928 entered. 
June 27. Notice of hearing Sept. 25, 1928. 

Sept. 25. Hearing had before Mr. Green—by consent con¬ 
tinued to Reserve Calendar. 

1—5719a ! 
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Sept. 25. Order to strike from calendar of 9 / 25/28 and place 
on Reserve Calendar entered. 

1930. 

Feb. 8. Hearing set March 20, 1930. 

Mar. 6. Motion to place on the day calendar of May, 1930, 
filed by taxpayer. 3/10/30 granted to 5/6/30. 

Mav 5. Motion for continuance to May 20, 1930, filed bv 

• *17 7 * 

taxpayer. 5/7/30 granted. 

May 20. Hearing had before W. D. Love, Division 12, on 
merits. Submitted. Briefs due Aug. 1, 1930. 

May 23. Transcript of hearing 5/20/30 filed. 

July 22. Motion for extension to Sept. 1, 1930, to file brief 
filed by General Counsel. 7/26/30 granted. 

July 24. Motion for extension to Sept. 1, 1930, to file brief 
filed by taxpayer. 7/26/30 granted. 

Aug. 25. Motion for extension to Oct. 1, 1930, to file brief 
filed by taxpayer. Granted 8/29/30. 

Sept. 2. Brief filed by General Counsel. 

Sept. 30. Motion for extension to Oct. 6, 1930, to file brief 
filed by taxpayer. 10/1/30 granted to 10 /6/30. 

2 

Oct. 6. Brief filed by taxpayer. 

1931. 

July 10. Findings of fact and opinion rendered—W. D. 

Love, Division 12. Judgment will be entered 
under Rule 50. 

July 10. Order amending second paragraph on page 21 of 
findings of fact entered. 

Oct. 21. Notice of settlement filed by General Counsel. 

Oct. 24. Hearing set Nov. 11, 1931, on settlement. 

Nov. 9. Consent to settlement filed by taxpayer. 

Nov. 19. Decision entered—W. D. Love, Division 12. 

1932. 

Apr. 21. Stipulation of venue filed. 

Apr. 21. Petition for review by Court of Appeals for the 
District of Columbia with assignments of error 
filed by taxpayer. 

Apr. 21. Proof of service filed. 

Apr. 21. Statement of evidence lodged. 

Apr. 21. Notice of hearing on statement 5/4/32 and proof 
of service of notice and statement filed by tax¬ 
payer. 
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May 4. Hearing had before Mr. Love on approval of 
statement of evidence—statement approved. 

May 9. Order to vacate order settling record land to place 
on calendar of May 18,1932, for further hearing 
on said statement of evidence entered. 

May 17. Objections to statement of the evidejnce filed by 
General Counsel. 

May 18. Hearing had before Mr. Love, Division 12, on 
approval of statement of evidence^-counsel to 
file agreed statement of evidence. 

May 24. Agreed statement of evidence lodged. 

May 25. Agreed statement of evidence approved and filed. 

May 25. Praecipe filed. 

May 25. Proof of service filed. 

3 Docket No. 31801. j 

Fidelity Savings & Loan Assn., Petitioher, 

vs. 

Commissioner of Internal Revenue, Respondent. 

Appearances: 

For Petitioner: L. L. Hamby, Esq. 

For Respondent: P. M. Clark, Esq., W. F. Gibbs, Esq., 

C. C. Holmes, Esq. 

Docket Entries. 

1927. j 

Oct. 12. Petition received and filed. Taxpayer notified. 

Oct. 13. Copy of petition served on General Cdunsel. 

Oct. 12. Notice of appearance of L. L. Hamby as counsel 
for taxpayer filed. 

Dec. 2. Answer filed by General Counsel. 

Dec. 13. Copy of answer served on taxpayer—General 
Calendar. 

1928. 

Feb. 20. Hearing date set 4/30/28. See 14862. 

Apr. 30. Hearing had before Mr. Littleton—by consent 
continued to Fall Term. 

Apr. 30. Order of continuance to Fall Terrh of 1928 
entered. 

Sept. 25. Hearing had before Mr. Green—by consent con¬ 
tinued to reserve calendar. 
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Sept. 25. Order to place on reserve calendar to be called out 
in 10 da vs notice of either partv entered. 

1930. 

Feb. 8. Hearing set March 20, 1930. 

Mar. 6. Motion to continue to Mav, 1930, filed bv taxpayer. 
See 14862. 

Mar. 10. Motion granted to May 6, 1930. 

May 5. Motion for continuance to 5/20/30 filed by tax¬ 
payer—5/7/30 granted. 

May 20. Hearing had before W. D. Love, Division 12, on 
merifs. Submitted. Briefs due Aug. 1, 1930. 

May 23. Transcript of hearing May 20, 1930, filed. 

July 22. Application for extension to 9/1/30 to file brief 
filed by General Counsel. 7/26/30 granted. 

July 24. Motion for extension to 9/1/30 to file brief filed by 
taxpayer. 

July 26. Motion granted. 

Aug. 25. Motion for extension to 10/1/30 to file brief filed 
by taxpayer. 8/29/30 granted. 

Sept. 2. Brief filed by General Counsel. 

4 

Sept. 30. Motion|for extension to 10/6/30 to file brief filed 
by taxpayer. 

Oct. 1. Motion to extend time to file brief of taxpayer 
granted to Oct. 6, 1930. 

Oct. 6. Brief filed bv taxpaver. 

1931. 

July 10. Findings of fact and opinion rendered—AV. D. 

Love, Division 12. Judgment will be entered 
under Rule 50. 

July 10. Order adding certain paragraphs to the findings 
of fact entered. 

Oct. 21. Notice of settlement filed by General Counsel. 

Oct. 24. Hearing set Nov. 11, 1931, on settlement. 

Nov. 9. Consent to settlement filed by taxpayer. 

Nov. 19. Decision entered—W. D Love, Division 12 

1932. 

Apr. 21. Stipulation of venue filed. 

Apr. 21. Petition for review by Court of Appeals for the 
District of Columbia with assignments of error 
filed by taxpayer. 

Apr. 21. Proof of service filed. 
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Apr. 21. Statement of evidence lodged. 

Apr. 21. Notice of hearing 5/4/32 on settlement of state¬ 
ment of evidence and proof of service of state¬ 
ment and notice filed. 

May 4. Hearing had before Mr. Love, Division 12/ on 
approval of statement of evidence—statement 
approved. 

May 9. Order to vacate order settling record and placing 
on calendar of May 18, 1932, for further hear¬ 
ing on statement of evidence entered. 

May 17. Objections to statement of evidence pled by Gen¬ 
eral Counsel. 

May 18. Hearing had before Mr. Love, Division 12, on 
approval of statement of evidence]—counsel to 
file agreed statement. 

Mav 24. Agreed statement of evidence lodged. 

May 25. Agreed statement of evidence approved and filed. 

May 25. Praecipe filed. 

Mav 25. Proof of service filed. 

5 Docket No. 39406. 

Fidelity Savings & Loan Assn., Petitioner, 

vs. j 

Commissioner of Internal Revenue, Respondent. 

; I 

Appearances: 

For Petitioner: L. L. Hamby, Esq. 

For Respondent: P. M. Clark, Esq., C. C. Holmes, Esq. 

Docket Entries. 

1928. 

June 20. Petition received and filed. Taxpaybr notified. 
(Fee paid.) 

June 22. Copy of petition served on General Counsel. 

Aug. 20. Answer filed by General Counsel. 

Aug. 24. Copy served on taxpayer—General Calendar. 

1930. 

Feb. 8. Hearing set March 20, 1930. 

Mar. 6. Motion to continue to May, 1930 filed by taxpayer. 

Mar. 10. Motion granted to May 6, 1930. ] 

May 5. Motion for continuance to 5/20/30 filed by tax¬ 
payer. 5/7/30 granted. 
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May 20. Hearing held before AA T . D. Love, Division 12, on 
merits. Submitted. Briefs due Aug. 1, 1930. 

May 23. Transcript of hearing of 5/20/30 tiled. 

July 22. Motion for extension to 9/1/30 to file brief filed 
by General Counsel. 7/26/30 granted. 

July 24. Motion for extension to 9/1/30 to file brief filed 
by taxpayer. 7/26/30 granted. 

Aug. 25. Motion for extension to 10/1/30 to file brief filed 
by taxpayer. Aug. 29, 1930 granted. 

Sept. 2. Brief filed by General Counsel. 

Sept. 30. Motion for extension to 10/6/30 to file brief tiled 
by taxpayer. 10/1/30 granted to 10/6/30. 

Oct. 6. Brief filed bv taxpayer. 

V I V 

1931. 

July 10. Findings of fact and opinion rendered—AY. D. 

Love, Division 12. Decision will be entered 
under Rule 50. 

July 10. Order correcting findings of fact and opinion en¬ 
tered. 

Oct. 21. Notice of settlement filed by General Counsel. 

Oct. 24. Hearing set Nov. 11, 1931 under Rule 50. 

Nov. 9. Consent to settlement filed by taxpayer. 

Nov. 19. Decision entered—AY. D. Love, Division 12. 

6 

1932. 

Apr. 21. Stipulation of venue filed. 

Apr. 21. Petition for review by Court of Appeals for the 
District of Columbia with assignments of error 
filed by taxpayer. 

Apr. 21. Proof of service filed. 

Apr. 21. Statement of evidence lodged. 

Apr. 21. Notice of hearing 5/4/32 on settlement of state¬ 
ment of evidence and proof of service filed by 
taxpayer. 

May 4. Hearing had before Mr. Love, Division 12, on ap¬ 
proval of statement of evidence—statement ap¬ 
proved. 

May 9. Order that the settling of record be vacated and 
proceeding be placed on< day calendar of May 
18, 1932 for further hearing on said statement 
of evidence entered. 


DAVID BURNET, COM MR. OF INT. REV^ / 

May 17. Objections to statement of evidence filed by Gen¬ 
eral Counsel. 

May 18. Hearing had before Mr. Love, Division 12, on 
approval of statement of evidence—counsel to 
file agreed statement. 

May 24. Agreed statement of evidence lodged. 

May 25. Agreed statement of evidence approved and filed. 

May 25. Praecipe filed. 

May 25. Proof of service filed. 

7 Docket No. 45215. 

Fidelity Savings & Loan Assn., Petitioner, 

vs. 

Commissioner of Internal Revenue, Respondent. 

Appearances: 

For Petitioner: L. L. Hamby, Esq. I 

For Respondent: P. M. Clark, Esq., C. C. Holmes, Esq. 

Docket Entries. 

1929. 

July 18. Petition received and filed. Taxpayer notified. 
(Fee paid.) 

July 19. Copy of petition served on General Counsel. 

Aug. 14. Answer filed by General Counsel. 

Aug. 16. Copy of answer served on taxpayer—General 
Calendar. 

1930. 

Feb. 8. Hearing set March 20, 1930. 

Mar. 6. Motion to place on the day calendar in May, 1930 
filed by taxpayer. 

Mar. 10. Motion granted to May 6, 1930. 

May 5. Motion for continuance to May 20, 1930 filed by 
taxpayer. 5/7/30 granted. 

May 20. Hearing had before Wm. D. Love, Division 12, 
on merits. Submitted. Briefs due 8/1/30. 

May 23. Transcript of hearing of May 20, 19&0 filed. 

July 22. Motion for extension to Sept. 1, 1930 to file brief 
filed by General Counsel. 7/26/c$0 granted. 

July 24. Motion for extension to Sept. 1, 193Q to file brief 
filed by taxpayer. 7/26/30 granted. 
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Aug. 25. Motion for extension to Oct. 1, 1930 to tile brief 
filed by taxpayer. 8/29/30 granted. 

Sept. 2. Brief filed by General Counsel. 

Sept. 30. Motion for extension to 10/6/30 to file brief filed 
by taxpayer. 10/1/30 granted to 10/6/30. 

Oct. 6. Brief filed bv taxpaver. 

1931. 

July 10. Findings of fact and opinion rendered—Wm. D. 

Love, Division 12. Judgment will be entered 
under Rule 50. 

July 10. Order correcting report promulgated July 10, 
1931 entered. 

Oct. 21. Notice of settlement tiled by General Counsel. 

Oct. 24. Hearing set Nov. 11, 1931 on settlement. 

Nov. 9. Consent, to settlement filed by taxpayer. 

Nov. 19. Decision entered—Wm. D. Love, Division 12. 
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1932. 

Apr. 21. Stipulation of venue filed. 

Apr. 21. Petition for review by Court of Appeals for the 
District of Columbia with assignments of error 
filed by taxpayer. 

Apr. 21. Proof of service filed. 

Apr. 21. Statement of evidence lodged. 

Apr. 21. Notice of hearing 5/4/32 on settlement of state¬ 
ment of evidence and proof of service filed by 
taxpayer. 

May 4. Hearing, had before Mr. Love on approval of 
statement of evidence—statement approved. 

May 9. Order vacating order settling record and placing 
proceeding on day calendar of May 18, 1932 
for further hearing on statement of evidence 
entered. 

May 17. Objections to statement of evidence filed by Gen¬ 
eral Counsel. 

May 18. Hearing had before Mr. Love on approval of 
statement—counsel to file agreed statement of 
evidence. 

May 24. Agreed statement of evidence lodged. 

May 25. Agreed statement of evidence approved and filed. 

May 25. Praecipe filed. 

May 25. Proof of service filed. 
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DAVID BURNET, COMMR. OF INT. REV. 

9 Filed Apr. 26, 1926. 

United States Board of of Tax Appeals 

Docket No. 14862. 

Fidelity Savings & Loan Association, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Petition. 

Your petitioner, Fidelity Savings & Loan Association, 
respectfully represents: 

I. That it is and at all times in the petition jnamed was 
a corporation organized and existing under and by virtue of 
the laws of the State of California with its principal office 
in the Citv of Los Angeles in said State and that it received 
a letter dated February 16, 1926, from the respondent noti¬ 
fying petitioner of the existence of an alleged deficiency in 
its liability for income taxes as hereinafter set forth. 

II. That by letter dated February 16, 1926, 
received by petitioner, respondent, the Commissi 

ternal Revenue, notified your petitioner by 

10 mail that the determination of its income tax liability 
for the vear 1921 disclosed a deficiency in thx amount- 

ing to $46,248.80 as shown in a statement attached thereto, 
a copy of which said letter and statement is attached hereto 
as a part hereof. 

III. The respondent, in his determination ot said lia- 


thereafter 
oner of In- 
registered 


ting in the 
following 


bilitv of your petitioner for the vear named resu 
alleged deficiency aforesaid, committed the 
errors: 

(1) He has computed the alleged tax liability of re¬ 
spondent without regard to the provisions of Section 231(4) 
of the Revenue Acts of 1918 and 1921, by the |terms and 
meaning of which your petitioner is exempt from the pay¬ 
ment of income taxes for the said year, being within the 
meaning of the said Section of the Revenue Act of 1918 a 
domestic building and loan association and within| the mean¬ 
ing of the said Section of the Revenue Act of j[921 a do¬ 
mestic building and loan association substantially all of 
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whose business was confined to making loans to its mem¬ 
bers. 


(2) Even if your petitioner were not entitled to exemp¬ 
tion as set forth in sub-paragraph (1) hereof, the respond¬ 
ent erred in including as income interest paid on permanent 
stock subscriptions in the amount of $20,430.31, interest paid 
on savings pass book accounts in the amount of $47,577.42 
and interest paid on paid up certificates in the amount of 
$265,000, all of v|-hich said amounts constituted liabilities of 
the petitioner and not dividends upon stock and were 
11 therefore deductible from its gross income. 

IV. Throughout the year 1921 the petitioner was a 
building and loan association, organized and existing and 
doing business within and under tlie provisions of the laws 
of the State of California and was at all times during* 
the said year a building* and loan association within the 
meaning of the laws of the said state of California and sub¬ 
sequent to the passage of the Revenue Act of 1921 on No¬ 
vember 23 of that year substantially all of its business was 
confined to making* loans to its members, within the meaning* 
of the said Act. 


The sums hereinbefore referred to as having been paid 
on permanent stock subscriptions, savings pass book ac¬ 
counts and paid up certificates were in fact intoresl paid 
by your petitioner and were not in any sense dividends, the 
liability therefor arising and accruing immediately upon 
receipt of the deposits or payments of money to your peti¬ 
tioner by the holders of said permanent stock subscriptions 
and by savings pass book depositors and holders of paid up 
certificates. 

V. Wherefore your petitioner prays: 

1. That this Board shall find that your petitioner was a 
domestic building and loan association within the meaning 
of the Revenue Acts of 1918 and 1921 during the year 1921 
and as such was exempt from the payment of income taxes. 

2. That as an alternative prayer for relief this Board 
shall exclude from petitioner's income the amounts herein¬ 
before referred to as interest paid and erroneously 

12 included in its income by the respondent as divi¬ 
dends unless the Board shall find that your peti¬ 
tioner is exempt from the payment of income taxes. 



DAVID BURNET, COM MR. OF INT. REV. 
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3. That your petitioner may have such other 


and further 


relief as the exigencies of the petition may require. 


[seal.] 


& LOAN 


FIDELITY SAVINGS 
ASSOCIATION, 

By CLARENCE H. LEE, 

Secretary. 

L. L. HAMBY, 

Counsel for Petitioner. 

State of California, 

County of Los Angeles, ss: 

Personally appeared before me, a notary public in and 
for the said State and County, Clarence H. Leo, who being 
duly sworn, deposes and says that he is S 
Fidelity Savings & Loan Association above na^ned, and as 
such is authorized to make this verification; that he has 
read the foregoing petition by him subscribed as 
tarv and that the averments therein contained 

m/ 

the best of his knowledge, information and belie] 

CLARENCE 


such Secre- 
are true to 
f. 

H. LEE. 


Subscribed and sworn to before me this 21st d^y of April, 
1926. 

[notarial seal.] JESS. S. MONTGOMERY, 

Notary Public. 

13 Form NP-2. 

Treasury Department, Washington. 

Office of Commissioner of Internal Revenue. 

IT :CA :2552-7-60D. 

February] 16, 1926. 

Fidelity Savings and Loan Association, 

601 South Hill St., 

Los Angeles, Calif. 

Sirs: 

The determination of your income tax liabil 
year 1921, pursuant to an examination of yoi^r books of 
account and records, as set forth in office letteif dated De¬ 
cember 5, 1925, discloses a deficiency in tax amounting to 
$46,248.80, as shown in the attached statement. 


ity for the 
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In accordance with the provisions of Section 274 of the 
Revenue Act of 1924, you are allowed 60 days from the date 
of mailing of this letter within which to file an appeal con¬ 
testing in whole or in part the correctness of this determi¬ 
nation. Any such appeal must be addressed to the United 
States Board of Tax Appeals, Washington, D. C., and must 
be mailed in tittle to reach that Board within the 60-dav 
period. 

Where a taxpayer has been given an opportunity to ap¬ 
peal to the Board of Tax Appeals and has not done so 
within the 60 days prescribed and an assessment has been 
made, or where a taxpayer has appealed and an assessment 


in accordance with the final decision on such appeal has been 


made, no claim in abatement in respect of any part of the 
deficiencv will be entertained. 

If you acquiesce in this determination and do not desire 
to file an appeal, you are requested to sign the inclosed 
agreement consenting to the assessment of the deficiency 
and forward it to the Commissioner of Internal Revenue, 
Washington, D. C., for the attention of IT :CA :2552-10-60D. 
In the event that you acquiesce in a part of the determina¬ 
tion, the agreement should be executed with respect to the 
items agreed to. 

Respectfully, 

D. H. BLAIR, 

i Commissioner, 


By C. R. NASH, 
Assistant to the Commissioner. 


Inclosures: Statements, Agreement—Form A, Form 
7861—Revised May, 1925, Form 882. 


14 Statement. 

IT :CA :2552-7-60D. 

In re Fidelity Savings and Loan Assn., 601 South Hill St., 

Los Angeles, Calif. 

1921 Deficiency in Tax. $46,248.S0 

The report dated October 20, 1925, of the Internal Reve¬ 
nue Agent who examined your records has been accepted 

after careful consideration of the contentions set forth bv 

* 

you in a letter dated October 9, 1925, and the unsupported 
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contention dated Jan. 19, 1926, of your agents that your 
corporation was exempt from payment of income tax. 

Adjustments to the income reported and consequent com¬ 
putations are as follows: 

! 

Net income shown on return. $103,804.19 

Additions: 

1. Reserves, mortgages. $51,275.00 

2. Loss on assets. 29,516.00 

3. Adjustment to real estate 

account. 47,385.31 

4. Capital expense. 1,303.98 


5. Dividends 


443,110.64 


572,590.93 


Total 


$676,395.12 


Deductions: 


6. Additional interest. jl 10,102.91 

I___ 

Adjusted net income. $566,292.21 


Explanation of Adjustments. 

1. Details of this adjustment are set forth on! Page 9 of 
the Agent’s report. 

2 and 3'. Details reflecting sales of a numbeif of assets 
are shown on pages 10 and 11 of the Agent’s report. Re¬ 
vision as to sales of Gray Oil Company are given on Page 1. 

4. Purchase of furniture and fixtures is a capital ex¬ 
pense disallowed as an expense deduction. Articles 24 
and 161. 

15 5. The holding of the Bureau that this amount is 

dividends has not been revised. This is in con¬ 
formity with adjustment for prior years. 

6. Self-explanatory. 

Computation of Tax. 

Net income. $566,292.21 

Exemption. None 

Balance subject to tax at 10%. $566,292.21 $56,629.22 

156,629.22 
10,380.42 

i 7 

j_ 

$46,248.80 


Tax assessable. 

Tax assessed. 

Deficiency in tax 
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Payment of the deficiency should not be made until a bill 
is received from the Collector of Internal Revenue for your 
district, and remittance should then be made to him. 

16 Filed Juii. 21, 1926, United States Board of Tax 

Appeals. 

United States Board of Tax Appeals. 

Docket No. 14862. 

Fidelity Savings & Loan Association, Los Angeles, Calif., 

Petitioner, 


vs. 

The Commissioner of Internal Revenue, Respondent. 

Answer. 

The Commissioner of Internal Revenue, by his attorney, 
A. W. Gregg, General Counsel, Bureau of Internal Revenue, 
for answer to the petition of this taxpayer, admits and 
denies as follows: 

I. Admits the allegations contained in paragraph (I) of 
the petition of the taxpayer. 

II. Admits the allegations contained in paragraph (II) 
of the petition of the taxpayer. 

III. Denies that any error was made in the determina¬ 
tion of the proposed deficiency tax referred to in deficiency 
letter dated February 16, 1926. 

(1) Denies that the Commissioner erred in holding that 
the taxpayer was not a domestic building and loan associa¬ 
tion within the meaning of the Revenue Act of 1921, and that 
it is not entitled to exemption from taxation under said 
Revenue Act. 

(2) Denies that the taxpayer is entitled to deduct from 
its income for the year 1921, $20,430.31 alleged to represent 
“interest paid on permanent stock subscriptions”; $47,- 
577.42 alleged to represent “interest paid on savings pass 
book accounts,” and $265,000 alleged to represent “interest 
paid on paid up certificates.” 

IV. Denies all the material allegations contained in para¬ 
graph (IV) except the allegation that the taxpayer was 
organized under the laws of the State of California. 
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17 V. Denies that the taxpayer is a domestic building 
and loan association within the meaning 6f the Reve¬ 
nue Act of 1921. 

Denies generally and specifically each and eyery allega¬ 
tion contained in taxpayer’s petition not hereinbefore ad¬ 
mitted, qualified or denied. 

Wherefore it is prayed that taxpaver’s appeal be denied. 

A. W. GREGGL 
General Counsel, 
Bureau of Internal \Revenue. 

Of Counsel: 

J. ARTHUR ADAMS, 

Special Attorney, 

Bureau of Internal Revenue . 


18 


Filed Oct. 12, 1927, United States Bo^rd of Tax 

Appeals. 

United States Board of Tax Appeals] 

Docket No. 31801. 

Fidelity Savings & Loan Association, Petitioner, 

v. 

Commissioner of Internal Revenue, Respob 


ndent. 


Petition. 


Your petitioner, Fidelity Savings & Loan Association, 
respectfully represents: 

I. That it is, and at all times in the petition n^med was, 
a corporation organized and existing under and 
of the laws of the State of California, with its 


bv virtue 
office and 


place of business at Los Angeles in said State, a^id that by 
letter dated August 15, 1927, respondent notified [your peti¬ 
tioner of an alleged deficiencv in its liabilitv fbr income 
taxes for the calendar year 1922 in the amount of $49,- 
847.66 as more fully set forth in the deficiency leti er, a true 
copy of which is annexed hereto as a part hereof. 

19 II. The respondent in his aforesaid determination 
of the liability of your petitioner resulting in the al¬ 
leged deficiency committed the following errors: 
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(1). Respondent erred in disallowing as a deduction from 
the gross income of petitioner the sum of $22,673.39 interest 
paid on permanent or guarantee stock subscriptions, $252,- 
500.00 constituting payments of interest to holders of cer¬ 
tificates of paid-up stock and $56,964.25 constituting in¬ 
terest paid on savings pass-book shares. 

III. The facts upon which your petitioner relies in sup¬ 
port of its appeal are as follows: 

1. The amount paid out by petitioner on permanent or 
guarantee stock subscriptions aforesaid during the said 
year constituted a direct obligation to those who had made 
such subscriptions, none of whom during said year were 
holders of any permanent or guarantee stock, petitioner hav¬ 
ing agreed to pay interest thereon at a definite rate on all 
amounts paid in on account of such subscriptions which 
were tantamount to mere interest-bearing deposits and sim¬ 
ilar to the interest paid on investment certificates or certif¬ 
icates of deposit. The amount paid to holders of eer- 
20 tificates of paid-up stock constituted interest on the 
amount paid in by the holders of said certificates, to 
whom petitioner agreed to pay a definite rate annually with¬ 
out regard to the earnings of petitioner. The holders of 
the said certificates of paid-up stock had the right to sur¬ 
render such certificates and demand return to them of the 


amount paid ill thereon and said holders of said paid-up 
stock were not holders of any permanent nonwithdrawable 
stock of petitioner upon which they would be entitled to divi¬ 
dends at the discretion of the Board of Directors. The 


amount paid to savings pass-book shareholders constituted 
merely interest on amounts deposited from time to time by 
such holders, said amounts being entered on their books 
when deposited and were subject to be withdrawn at any 
time. The holders of said pass-book shares were not hold¬ 
ers of any permanent nonwithdrawable stock of the peti¬ 
tioner. 


IV. The proposition of law upon which your petitioner 
relies in support of its appeal is as follows: 

1. The amounts paid out by petitioner as hereinabove set 
forth and which have been disallowed as deductions bv re- 
spondent in arriving at the alleged deficiency constituted in¬ 
terest deductible from the gross income under the provi¬ 
sions of the Revenue Act of 1921. 



DAVID BURNET, COM MR. OF INT. REV. 


21 V. In consideration of tlie premises, your peti¬ 
tioner prays that this Board shall hear aind determine 

its appeal; that it will find that the amountsl paid out by 
petitioner during the calendar year 1922 on permanent guar¬ 
antee stock subscriptions, paid-up stock certificates and sav¬ 
ings passbook shares constituted interest deductible from 
gross income within the meaning of the Revenue Act of 
1921; that it will redetermine the amount of the deficiency 
found by the respondent upon the basis of allowance as 
a deduction of the several amounts of interest payments 
thereinabove set forth; and that your petitioner may have 
such other and further relief as the exigencies of the pe¬ 
tition mav require. 

[seal.] FIDELITY SAVING^ & LOAN 

ASSOCIATION, 

By CLARENCE H. LEE], 

Secretary. 

L. L. HAMBY, 

Transportation Building , 

W ashing ton, D. C., 

Attorney for Petitioner. 

State of California, ss : 

Personally appeared before me, a notary public in and 
for the said State, Clarence H. Lee, who, being first duly 
sworn, deposes and says that he is Secretary of the Fidelity 
Savings & Loan Association above named and is duly 

22 authorized to verify the aforegoing petition; that 
he has read the said petition by him subscribed as 

such Secretary and that the statements thereib made are 
true to the best of his knowledge, information and belief. 

Given under my hand and seal of office at Los Angeles, 
California, this 8th day of October, 1927. 

[notarial seal.] JESS S. MONTGOMERY, 

Notary Public , State of California. 

My commission expires May 1, 1931. 


2—5719a 
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23 Treasury Department, Washington. 


IT :FAR :A-5. KB-60D. 

Aug. 15, 1927. 

Fidelity Savings and Loan Association, 

50i South Hill Street, 

Los Angeles, California. 

Sirs: 


The determination of your income tax liability for the 
year 1922, in connection with an examination of your books 
of account and records, discloses a deficiency in tax amount¬ 
ing to $49,847.66, as shown in the attached statement. 

In accordance with the provisions of Section 274 of the 
Revenue Act of 1926, you are allowed 60 days from the date 
of mailing of this letter within which to file a petition for 
the redetermination of this deficiency. Any such petition 
must be addressed to the United States Board of Tax Ap¬ 
peals, Earle Building, Washington, D. C., and must be 
mailed in time to reach the Board within the 60-day period, 
not counting Sunday as the sixtieth day. 

Where a taxpayer has been given an opportunity to file 
a petition with the United States Board of Tax Appeals 
and has not done so within the 60 days prescribed and an 
assessment has been made, or where a taxpayer has filed 
a petition and an assessment in accordance with the final 
decision on such petition has been made, the unpaid amount 
of the assessment must be paid upon notice and demand 
from the Collector of Internal Revenue. No claim for abate¬ 
ment can be entertained. 


If you acquiesce in this determination and do not desire 
to file a petition with the United States Board of Tax Ap¬ 
peals, you are requested to execute a waiver of your right to 
file a petition with the United States Board of Tax Appeals 
on the inclosed Form A, and forward it to the Commis¬ 
sioner of Internal Revenue, Washington, D. C., for the 

attention of IT :FAR :A-5-KB-60D. In the event that vou 

•» 

acquiesce in a part of the determination, the waiver should 
be executed with respect to the items to which you agree. 
Respectfully, 

D. H. BLAIR, 

Commissioner , 

I By W. R. NASH, 

Ass’t to the Commissioner . 
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Inclosures: Statement, Form A, Form 882, Form 7861— 
Revised Mar., 1926. 
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In re Fidelity Savings & Loan Ass’n, 601 Sout^ Hill Street, 

Los Angeles, California. 

1922 Deficiency in tax. $49,847.66 

Net income reported on return. i$132,166.09 

Add: I 

(a) Dividends deducted as in¬ 
terest. $332,137.64 

(2) Fixtures deducted as ex¬ 
pense . 805.45 

(c) Bad debts. 40,000.00 

(d) Real estate reserve. 22,057.43 

(e) Additional income from 

real estate account. 5,153.68 

- 400,154.20 


Deduct: 

(f) Depreciation on fixture 


>532,320.29 
1,372.90 


Net income adjusted. ^530,947.39 

Explanation of Adjustments to Net Incbme. 

(a) The following payments to shareholders inclbded in the 
deduction for interest have been considered dividends follow¬ 
ing basis established for prior years: 

On permanent stock subscriptions. $22,673.39 

On paid up stock. 652,500.00 

On savings pass-book shares. i 56,964.25 


Total amount disallowed. $^32,137.64 

Balance allowed as interest: 

I 

On installment investment certificate. 20,000.00 

On investment certificates. }59,800.00 


On certificates of deposit... 
Discount and miscellaneous 


700.57 

465.64 


Total interest deduction in return 


$513,103.85 





















20 


FIDELITY SAVINGS & LOAN ASSOCIATION VS. 


25 Brought forward. So 13,103.85 

(b) A total amount of S805.45, expended for fixtures during 
the year, and charged to expense, is disallowed, as a deduction 
and depreciation on same has been allowed. 

(c) Deduction for bad debts claimed as follows: 

(1) Reserve on Prima Farms (Post Loan). $25,000.00 


(2) Reserve on Interstate R. & Imp. Co. 15,000.00 

(3) Althouse (Charged to real est. Acct.). 7,430.87 

(4) Minor accounts uncollectible. 415.50 


Total amount deducted. $47,S46.37 


Items (1) and; (2) cover additional amounts set up as 

reserves against loans made on certain projects, disallowed 

inasmuch as the loans are fullv covered bv real estate mort- 

* * 

gages and other collateral. The amounts deducted appear 
to be arbitrary amounts set up as a matter of conservatism 
rather than as a measure of probable loss. The specific 
amounts were not written down by the amounts charged off, 
but the amounts were credited to accounts designated: 

“ Reserve for Farm Loans. 

Reserve for Flat Loans.” 

The adjustment is in accordance with adjustment made 
for prior year. 

Item (3) which covers the loss suffered as a result of a 
court judgment in connection with loans made in conjunc¬ 
tion with another building and loan association upon build¬ 
ing construction, hnd item (4) minor uncollectible accounts 
are allowable deductions. 

(d) Amount of $22,057.43 deducted as “Real Estate Re¬ 
serve” was computed as follows: 

Amount charged to general profit and loss account and 
credited to real estate profit and loss (in the nature of a 
reserve account) to bring that account to an even amount of 
$200,000.00 as shown: 

26 Analysis of Real Estate Profit and Loss Account. 


Date. Item. Debit. Credit. Balance. 

Jan. 1, Credit balance.$177,942.57 

1922. Profit on real estate sales. $7,411.46 


Loss on real estate sales.$6.330.67 

Althouse Bad Debts. 7.430.87 

Sundry Expense. 836.77—29,244.28 

From Gen. Profit & Loss. 

Dec 31 

1922. Balance (credit)... 200,000.00 
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Dec. 31, 

1922. Debit balance in real estate accounts per books. 

Less Credit balance shown above. 


Real estate account as shown on balance sheet December 
31, 1922. 


Amount from General profit and loss items in real estate account 

reported in return. 

Loss on real estate sales. $6,330 67 

Taxes, attorney and miscellaneous expenses. 836 77 

Althouse settlement (bad debt). 7,430.87 


Total. 814.598. 

Less Profit on real estate sales. 7,411. 


31 

46 


21 


249,821.64 

200 , 000.00 


49,821.64 


29,244.28 


7,186.85 


Balance deduction in return as “Reserve”.i.. S22,057.43 


27 


This amount ($22,057.43) is disallowed jas it merely 
represents an estimate of possible lossesj on real es¬ 
tate transactions and, therefore, does not constitute an al¬ 
lowable deduction. 

(e) Card records covering the various real (Estate prop¬ 
erties owned disclosed the following profit am} loss items 
not reported in the return: 


Bailey-Brownsberger property—Rent received 

12 months at $600.00. 

Less Taxes, Lighting and inspection. 


$7,200.00 

1,752.44 


Net income from Bailey property. 

Current taxes paid on F. W. Cobb property.... 

Net additional income from real estate 
account. 


5,447.56 
293.88 


$5,153.68 


(f) Depreciation allowable, comp-ted as follows: 

Fixtures added back as shown in prior year report , $12,923.53 
plus disallowance for 1922, $805.45, a total of $13,728.98 @ 
10% or $1,372.90. 

Computation of Tax. 


Net income. 

Income tax at 123^%. 

Previously assessed, Account #422108 


$530,947.39 

. 

166,368.42 

16,520.76 

i 7 


49,847.66 


Deficiency in tax 
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Your letter dated December 13,1926, protests the findings 
as set forth in Revenue Agent’s report dated October 26, 
1926, upon the specific ground of an exempt status as pro¬ 
vided in Section 231(4) of the Revenue Act of 1921, which 
you state is based upon precedent established in prior years, 
and which you hold is inapplicable to you for the year under 
review, as the prior years were governed by the Revenue 
Act of 1918 and for the year 1922, the Revenue Act of 1921 
would govern. From evidence available your claim for ex¬ 
emption under the provisions of Section 231 of the Revenue 

Act of 1921 mav not be allowed. Pavment should not be 

» * 

made until a bill is received from the Collector for your 
district and remittance should then be made to him. 

28 Filed Dec. 2, 1927, United States Board of Tax 

Appeals. 

United States Board of Tax Appeals. 

Docket No. 31801. 

Fidelity Savings & Loan Association, Los Angeles, 

California, Petitioner, 


v. 

Commissioner of Internal Revenue, Respondent, 

Answer. 

The Commissioner of Internal Revenue bv his attornev, 
General Counsel, Bureau of Internal Revenue, for answer 
to the petition filed by the above-named petitioner, admits 
and denies as follows: 

(1) Admits all the material allegations contained in 
paragraph 1 of the petition. 

(2) -l. Denies that the respondent committed error in the 
determination of the deficiency tax as alleged in paragraph 
2 (1) of the petition. 

(2) -2. Denies that any error was made in the determina¬ 
tion of the deficiency tax referred to in deficiency letter, 
dated August 15, 1927. 

(3) Denies all the material allegations contained in 
paragraph 3 of the petition. 
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(4) Denies generally and specifically eac|i and every 
allegation in the petitioner’s petition contained not herein¬ 
before admitted, qualified or denied. 

Wherefore it is prayed that the petitioners appeal be 
denied. 

C. M. CHARESf, 

General Counsel. 

Bureau of Internal Revenue. 

Of Counsel: j 

J. ARTHUR ADAMS, j 

Spedal Attorney , 

Bureau of Internal Revenue. 


Filed .Tun. 20, 1928, United States Board of Tax 

Appeals. 


United States Board of Tax Appeals. 


Docket No. 39406. 


Fidelity Savings & Loan Association, Pejitioner, 

vs. | 

Commissioner of Internal Revenue, Respondent. 

Petition. 

Your petitioner, Fidelity Savings & Loan Association, 
respectfully represents: 

I. That it is, and at all times in the petition Inamed was, 
a corporation organized and existing under anjd by virtue 
of the laws of the State of California, with its office and 
place of business at Los Angeles in said State, ^nd that by 
letter dated April 28, 1928, respondent notifiecj your peti¬ 
tioner of an alleged deficiencv in its liabilitv I for income 
taxes for the calendar year 1923 in the amount of 
$41,008.10 as more fully set forth in the deficiency letter, 
a true copy of which is annexed hereto as a pfart hereof. 

II. Respondent in his aforesaid deteriinination of 
30 the liability of your petitioner resulting in the al¬ 
leged deficiency, committed the following Errors: 

1. Respondent erred in adding to the net income re¬ 
ported by petitioner on its amended return the sum of 
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$24,451.21 as alleged dividends on permanent shares; and 
in adding the sum of $216,350 as alleged dividends on paid- 
up shares; and in adding $74,466.80 as alleged dividends 
on pass-book shares. All of the amounts herein named 
constitute and are interest on indebtedness of petitioner 
and are deductible from its gross income within the mean¬ 
ing of the Revenue Act of 1921. 

III. The amount paid out by petitioner on alleged per¬ 
manent or guarantee stock set forth in paragra hp II 
hereof during the year 1923 constituted a direct obliga¬ 
tion to those who had made such subscriptions, none of 
whom, during the said year, were holders of any perma¬ 
nent or guarantee stock, petitioner having agreed at the 
time of issuing certificates of subscription to pay interest 
thereon at a definite rate on all amounts paid in on ac¬ 
count of such subscriptions and the amount so paid 

31 constituted interest and not dividends on corporate 
stock or shares. 

The amount paid to holders of certificates of paid-up 
shares constituted merely interest on the amount paid in 
by the holders iof said certificates to whom petitioner 
agreed to pay a definite rate annually without regard to the 
earnings of petitioner. 

The amount paid on pass-book shares, alleged to be divi¬ 
dends, and as set forth in paragraph II hereof, constituted 
merely interest on amounts deposited from time to time by 
such holders, said amounts being entered on the books of 
the holders thereof when deposited and subject to be with¬ 
drawn at any time. 

The holders of said certificates of subscription to guar¬ 
antee stock and the holders of said certificates to paid-up 
stock and the holders of said pass-book shares were not 
holders of any permanent non-withdrawable stock of peti¬ 
tioner and petitioner was at all times obligated, upon notice 
and demand, to return with interest the full amount paid in 
or deposited by the holders of all three of the said classes 
of shares as a contractu ml obligation of petitioner. 

32 IV. In consideration of the premises, your peti¬ 
tioner prays that this Board shall hear and deter¬ 
mine its appeal; that it will find that the amounts paid out 
by petitioner during the calendar year 1923 on permanent 
guarantee stock subscriptions, paid-up stock certificates 
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and savings pass-book shares constituted interest deduct- 


the Revenue 
nt. of the de- 
bis of allow- 
nterest pay- 


ible from gross income within the meaning of 
Act of 1921; that it will redetermine the amou 
ficiencv found by the respondent upon the ba 
ance as a deduction of the several amounts of : 
ments thereinabove set forth; and that your petitioner may 
have such other and further relief as the exigencies of the 
petition may require. 

[seal.] FIDELITY SAVINGSj & LOAN 

ASSOCIATION, 

Bv CLARENCE H. LEE, 

Secretary. 

L. L. HAMBY, 

T ra ns port at ion B u it d ing, 

Washington, D. C., 

Attorney for Petitioner. 


State of California, ss : 

Personally appeared before me, a notary public in and 
for the said State, Clarence H. Lee, who, being first 
33 duly sworn, deposes and says that he if> Secretary 
of the Fidelity Savings & Loan Association above 
named and is duly authorized to verify the aforegoing peti¬ 
tion; that he has read the said petition by him subscribed 
as such Secretary and that the statements therejn made are 
true to the best of his knowledge, information aifd belief. 

Given under my hand and seal of office at Lt>s Angeles, 
California, this lltli dav of June, 1928. 

[seal.] * ROBERT M. KEDZIE, 

Notary Public , State of California. 

My commission expires August 15th, 1929. 
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34 Treasury Department, Washington. 

Office of Com. of Int. Rev. 


Address reply to Com. of Int. Revenue and refer to —. 


Apr. 28, 1928. 

Fidelity Savings and Loan Association, 

601 South Hill Street, 

Los Angeles, California. 

Sirs : 


In accordance with Section 274 of the Revenue Act of 
1926 you are advised that the determination of your tax 
liability for the years 1923 discloses a deficiency of $41,- 
008.10, as shown in the attached statement. 

The section of the law above mentioned allows you an ap¬ 
peal to the Ignited States Board of Tax Appeals within 
sixtv davs from the date of the mailing of this letter. How- 
ever, if you acquiesce in this determination, you are re¬ 
quested to execute the inclosed Form A and forward it to 
the Commissioner of Internal Revenue, Washington, D. C., 
for the attention of IT :C :P07. 

Respectfully, 

D. H. BLAIR, 

i Commissioner , 


By C. B. ALLEN, 
Deputy Commissioner. 


Inclosures: Statement, Form A, Form 882. 




Statement. 

IT :FAR :A-5-CEO-60D. 


Ap|r. 28, 1928. 

i 

In re Fidelity Savings & Loan Ass’n, 601 Soutji Hill Street, 

Los Angeles, California. 

Year. Deficiency in tax. 

1923. 841,008.10 


Net income reported on amended return 


Additions: 

1. Dividends on permanent 

shares. 824,451.21 

2. Dividends on paid up 

shares. 216,350.00 

3. Dividends on pass book 

shares. 74,466.80 

4. Rent. 5,312.38 

5. Taxes. 293.88 

6. Furniture and fixtures. 9,687.85 


$236,824.09 


330,562.12 


567,386.21 

Deductions: 

7. Depreciation on furniture. . 1,463.92 

8. Loss on sale of real estate.. 1,033.39 i 

- 2,497.31 


Adjusted net income. $564,888.90 

Explanation of Adjustments. 

1, 2 and 3. Since these amounts represent dividends on 
stock rather than interest as contemplated by Article 121, 
Regulations 62, they have been disallowed as deductions 
from statutory net income. j 

4. This amount was not reported on your return, but is 
taxable under Article 31, Regulations 62. 

5. This amount represents a deduction assignable to a 
prior year. See Article 111, Regulations 62. 
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36 6. Since this amount represents a capital expendi¬ 

ture subject to depreciation, the benefits of which are 
not confined solely to 1923, the amount cannot be allowed as 
an expense deduction. (Article 581, Regulations 62.) 

7. Allowable deduction under Article 161, Regulations 62. 

8. Loss on the sale of real estate has been determined 
under Article 1561, and allowed under Article 141, Regula¬ 
tions 62. 

Computation of Tax. 


Adjusted net income taxable at 12}^%. $564,888.90 

Tax assessable. 70,611.11 

Tax assessed. 29,603.01 

Deficiency. 41,008.10 


Pavment of the deficiency in tax should not be made until 
* * 

a bill is received from the Collector of Internal Revenue for 
your district, and remittance should then be made to him. 

37 Filed Aug. 20, 1928, United States Board of Tax 

Appeals. 

United States Board of Tax Appeals. 

Docket Xo. 39406. 

Fidelity Savings & Loan Association, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Answer. 

The Commissioner of Internal Revenue, by his attorney, 
C. M. Charest, General Counsel, Bureau of Internal Reve¬ 
nue, for answer to the petition of the above-named tax¬ 
payer, admits and denies as follows: 

I. Admits the allegations contained in paragraph I of the 
petition. 

II. Denies that the Commissioner erred as alleged in 
paragraph II of the petition. 
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III. Denies generally and specifically each apd every al¬ 
legation set forth in taxpayer’s petition not hereinbefore 
admitted, qualified or denied. 

Wherefore it is prayed that the taxpayer’sj appeal be 
denied. 

(Signed) C. M. CHARESTj 

C. M. CHAREST, 

General Counsel , 
Bureau of Internal Revenue. 
Of Counsel: | 

PHILIP M. CLARK, 

Special Attorney, 

Bureau of Internal Revenue. 

■ 

PM C/M T. j 

38 United States Board of Tax Appeals. Filled Jul. 18, 

1929. I 

United States Board of Tax Appeals. 

Docket No. 45215. 

Fidelity Savings & Loan Association, Petitioner, 


Commissioner of Internal Revenue, Respondent. 

Petition. 

Your petitioner, Fidelity Savings & Loan Association, 
respectfully represents: 

I. That it is and at all times in the petition npmed was 
a corporation organized and existing under and [by virtue 
of the laws of the State of California with its bffice and 
place of business at Los Angeles in the said Stat^ and that 
by letter dated May 25, 1929, respondent notified your 
petitioner of an alleged deficiency in its liability for income 
taxes for the calendar years 1924, 1925 and 1926 : n the re¬ 
spective amounts of $33,116.59, $32,784.97 and $S2,665.20, 
aggregating $98,566.76, as more fully set forth ip the de¬ 
ficiency letter, a true copy of which is annexed hereto as a 
part hereof. 
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II. Respondent in his aforesaid determination of the lia¬ 

bility of your petitioner resulting in the alleged de- 

39 ficieneies aforesaid committed the following errors: 

1. Respondent erred in adding to the net income 
reported by the petitioner on its return for the calendar 
year 1924 $164,561.72 as alleged dividends on paid-up 
shares; and in further adding to its income for the said year 
$98,436.92 as alleged dividends on pass-book shares. The 
amounts so added to petitioner’s net income as alleged con¬ 
stituted either interest on indebtedness of your petitioner 
or ordinary and necessary expenses incurred in carrying on 
its business and are deductible from its gross income within 
the meaning and intent of the Revenue Act of 1924. 

Respondent further erred in adding to the net income 
reported by petitioner for the calendar year 1925 the sum of 
$125,641.38 as alleged dividends on paid-up shares and the 
sum of $125,450.06 as alleged dividends on pass-book shares, 
both of which said amounts constituted interest on indebted¬ 
ness of your petitioner or ordinary and necessary expenses 
incurred in carrying on its business during the said year 
and as such in either case are deductible from its gross 
income within the purview and meaning of the Revenue 
Act of 1924. 

And the respondent further erred in adding to the net in¬ 
come reported by petitioner on its return for the calendar 
year 1926 the sum of $90,434.60 as alleged dividends on 
paid-up shares and the sum of $148,676.61 as alleged divi¬ 
dends on pass-book shares. Both of the said amounts 

40 so added constituted interest on indebtedness of your 
petitioner, or ordinary and necessary expenses in¬ 
curred in carrving on its business during said vear and are 
deductible from its gross income within the purview and 
meaning of the Revenue Act of 1926. 

III. The amounts paid by your petitioner on alleged paid- 
up shares and on alleged pass-book shares during each of 
the years 1924, 1925 and 1926 as set forth in paragraph II 
hereof constituted direct obligations to those holding such 
shares, petitioner having agreed at the time of issuing evi¬ 
dence of said shares to pay interest thereon at a definite 
rate, both in respect of the paid-up shares and pass-book 
shares and the payment of the same did not in any manner 
constitute what is commonly known as dividends on perma- 
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nent stock of a corporation. Petitioner further avers that 
the amounts paid upon both paid-up and pass-tjook shares 
were not in any manner dependent upon any earnings of pe¬ 
titioner but constituted amounts agreed to be paid by con¬ 
tract without regard to any earnings of petitioner. The 
amount paid upon pass-book shares moreover Constituted 
not only interest but a contractual obligation ot\ petitioner 
based upon amounts deposited from time to tirhe by indi¬ 
viduals holding evidence of such shares, said amcjunts being 
entered in the books of the holders thereof when deposited 
and subject to be withdrawn at any time. Thdse holding 
evidence of paid-up shares were not holders of dny perma¬ 
nent, non-withdrawable stock of petitioner and peti- 
41 tioner was at all times obligated, upon notice and de¬ 
mand, to return to said holders thereof, wifh interest 
at a definite, specified rate, the full amount paid in or de¬ 
posited by them as a contractual obligation of petitioner. 

IV. In consideration of the premises your petitioner 
prays that this Board shall hear and determine its appeal; 
that it will find that the amounts paid out by petitioner as 
aforesaid during the calendar years 1924, 1925 and 1926 
on said paid-up and pass-book shares constituted interest 
or ordinary and necessary expenses and, as the result of 
contractual obligations of petitioner, are deductible from 
gross income within the purview and meaning of the Reve¬ 
nue Act of 1924 in respect of the calendar years. 1924 and 
1925 and within the purview and meaning of the Revenue 
Act of 1926 in respect of the calendar year 1926; that it will 
redetermine the amounts of the deficiencies asserted by the 
respondent by treating and allowing as a deduction from 
gross income of the amounts so paid as aforesaid upon al¬ 
leged paid-up and pass-book shares; and that your peti¬ 
tioner may have such other and further relief as the exi¬ 
gencies of the petition mav require. 

[seal.] FIDELITY SAVINGS &| LOAN 

ASSOCIATION, ! 

By G. L. VAN TILBURGH, 

Ass’t Secretary. 

L. L. HAMBY, 


Transportation Building, 
Washington, D. C., 


Attorney for Petitioner. 
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42 State of California, 

County of Los Angeles , ss: 

Personally appeared before me, a notary public in and 
for the said State, G. L. Van Til burgh, who, being first duly 
sworn deposes and says that she is Assistant Secretary of 
the Fidelity Savings & Loan Association above named and 
is duly authorized to verify the aforegoing petition; that 
she has read the said petition by her subscribed as such 
Assistant Secretarv and that the statements therein made 
are true to the best of her knowledge, information and be¬ 
lief. 

Given under my hand and seal of office at Los Angeles, 
California, this 15th day of July, 1929. 

[notarial seal.] THELMA JONES, 

! Notary Public. 

My commission expires August 14, 1932. 

43 (Copy.) 

Treasury Department, Washington, D. C. 

May 25, 1929. 

Fidelitv Savings and Loan Association, 

601 Hill St., 

Los Angeles, Calif. 

Sirs: 

In accordance with Section 274 of the Revenue Act of 

1926, you are advised that the determination of your tax 

liabilitv for the vears 1924, 1925 and 1926 discloses a de- 

ficiencv of $98,566.76, as shown in the statement attached. 

The section of the law above mentioned allows vou to 

* 

petition the United States Board of Tax Appeals within 
sixty days (not counting Sunday as the sixtieth day) from 
the date of the mailing of this letter for a redetermination 
of vour tax liability. 

w * 

However, if you do not desire to petition, you are re¬ 
quested to execute the inclosed Form 866 and forward both 
original and duplicate to the Commissioner of Internal 
Revenue, Washington, D. C., for the attention of IT :C :P-7. 
The signing of this agreement form will expedite the closing 
of your return by permitting an early assessment of any 
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deficiencies and preventing the accumulatiorj of interest 
charges, since the interest period terminates| thirty days 
after filing the agreement form, or on the dat£ assessment 
is made, whichever is earlier; whereas if no Agreement is 
filed, interest will accumulate to the date of assessment of 
the deficiencies. 

Respectfullv, 

D. H. B^AIR, 

Commissioner, 
By C. B. ALLEN, 

Deputy Commissioner. 

Inclosures: Statement, Form 866, Form 82|2. 

| 

■ 

44 Statement. 

IT :AR :C-6-WEF-60D. 

In re Fidelity Savings & Loan Association, 60l| Hill Street, 

Los Angeles, California. | 

i 

Tax Liability. 

Corrected tax Tax previously 

liability. assessed. Deficiency. 

$57,136.73 $24,020.14! $33,116.59 
55,295.38 22,510.41 ! 32,784.97 

37,225.52 4,560.32 32,665.20 

--!- 

8149,657.63 851,090.87 898,566.76 

Reference is made to the report of the Internal Revenue 
Agent in Charge, San Francisco, California, cdpy of which 
has been furnished you, and to your protest submitted under 
date of October 20, 1928. ; 

Careful consideration has been accorded yot^r protest in 
connection with the agent’s findings. 

Your contention that the amounts paid, on pajd-up shares 
and passbook shares, represents interest and should be al¬ 
lowed as a deduction from gross income has be^n denied as 
it is held these amounts represent a distribution of the net 
profits or earnings and are not allowable deductions from 
gross income as interest charges. 

3—5719a 


Years. 

1924 . 

1925 . 

1926 . 

Totals 






34 


FIDELITY SAVINGS & LOAN ASSOCIATION VS. 


Inasmuch as the only item at issue (whether or not the 
amounts paid on paid-up shares and pass-book shares repre¬ 
sent interest or dividends) is now pending before the United 
States Board of I Tax Appeals for the years 1922 and 1923, 
formal notice of deficiency as required by Section 274 of 
the Revenue Act of 1926 is being mailed without affording 
you an opportunity for a hearing before the Unit. 

1924. 


Net income reported. 8192,161.08 

Add: 

1. Dividends on paid-up shares. 164,561.72 

2. Dividends on pass-book shares. 98,436.92 

3. Income from Bailey Brownsberger prop¬ 

erty. 4,796.77 

4. Furniture and fixtures. 1,953.23 

5. Donations. 40.00 


461,949.72 

45 Brought forward. 8461,949.72 

Less: 

6. Depreciation. 81,659.24 

7. Loss on real estate. 1,472.96 

8. Capital stock tax. 995.00 

9. Insurance. 728.70 

- 4,855.90 


Net income as adjusted. 8457,093.82 

Explanation of Adjustments. 

1 and 2. Dividends on paid-up share- and pass-book 
shares are held to be a distribution of the net profits or 
earnings and cannot be deducted from gross income as in¬ 
terest under Article 121, Regulations 65. (See Office De¬ 
cision £1665, Internal Revenue Cumulative Bulletin II-I, 
Page 5, and Office Decision #2052, Internal Revenue Cumu¬ 
lative Bulletin III-2, Page 94.) 

3. Net income! reported has been increased under the 
provisions of Article 31, Regulations 65, by the net income 
from the Bailey-Brownsberger property determined as 
follows: 
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. $7,366.67 

$2,393.58 
150.00 
26.32 

-1 2,569.90 

Net income.j 4,796.77 

4. Furniture and fixtures charged to expense have been 
disallowed as a deduction from gross income in accordance 
with Article 581, Regulations 65. 

5. Donations have been disallowed as a deduction from 
gross income under the provisions of Article p62, Regula¬ 
tions 65. 

6. The rates and amount of depreciation shown in Ex¬ 
hibit II of the revenue agent’s report, copy of which has 
been furnished you, are considered reasonable within the 
meaning of Section 241(a) of the Revenue Act of 1924 and 
have been allowed as measuring the loss due to wear and 
tear. 

7. Net income reported has been reduced un^er the pro¬ 
visions of Section 202(a) of the Revenue Act of 1924 by the 
loss on sale of real estate, computations of whicjh are shown 
in detail in Exhibit I of the revenue agent’s report, copy of 

which has been furnished vou. 

* 

8. Capital stock tax has been allowed as a deduc- 
46 tion from your income under the provisions of Arti¬ 
cle 131, Regulations 65. 

9. Insurance premiums on real estate have been allowed 
as a deduction from gross income under the provisions of 
Section 234(a) of the Revenue Act of 1924. 


^457,093.82 
457,093.82 

i — == 

57,136.73 
24,020.14 

i- 

$33,116.59 


Computation of Tax. 

Net income. 

Taxable at 1214%. 

Tax at 1234%. 

Previously assessed. 

Deficiency. 


Rents received. 
Less: 

Taxes paid 
Repairs... 
Lighting. . 
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1925. 

Net income reported. 173,156.97 

Add: 

1. Dividends on paid-up shares. 125,641.38 

2. Dividends on pass-book shares. 125,450.06 

3. Income from Bailey-Brownsberger prop¬ 

erty. 5,121.55 


$429,369.96 

$1,659.24 

2,361.67 

- 4,020.91 


Net income as adjusted. 425,349.05 

Explanation of Adjustments. 

1 and 2. Dividends on paid-up shares and pass-book 
shares are held to be a distribution of the net profits or 
earnings and cannot be deducted from gross income as in¬ 
terest under Article 121, Regulations 69. (See Office De¬ 
cision zr!665, Internal Revenue Cumulative Bulletin III-2, 
Page 94.) 

3. Net income reported lias been increased under the pro¬ 
visions of Article 31, Regulations 69, by the income from 
the Bailey-Brownsberger property, determined as follows: 


Rents received. $7,800.00 

Taxes and other expenses. 2,678.45 

Net profit. $5,121.55 


47 4. The rates and amount of depreciation shown in 

Exhibit H of the revenue agent’s report, copy of 
which has been furnished you, are considered reasonable 
within the meaning of Section 214(a) (8) of the Revenue 
Act of 1926 and have been allowed as measuring the loss 
due to wear and tear. 

5. Net income reported has been reduced under the pro¬ 
visions of Section 202(a) of the Revenue Act of 1926 by the 
loss on sale of real estate, computations of which are shown 


Deduct: 

4. Additional depreciation. . . 

5. Loss on real estate under¬ 

stated. 
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in detail in Exhibit I of the revenue agent’s ret 
which has been furnished you. 

3ort, copy of 

Computation of Tax. 


Net income.i 

Taxable at 13%. 

$425,349.05 

425,349.05 

Tax at 13%. 

Previously assessed. 

! 

55,295.38 

22,510.41 

Deficiency. 

32,784.97 

1926. 

Net income. 

Add: 

1. Dividends on paid-up shares. 

2. Dividends on pass-book shares. 

3. Income from real estate. 

4. Furniture and fixtures. 

33,780.16 

90,434.60 

148,676.61 

7,534.50 

2,850.00 


(S283,275.87 

| 

$5,310.00 
172.12 | 

2,049.14 

- 7,531.26 

. 275,744.61 

Explanation of Adjustments. 

1 and 2. Same as Explanation # 1 and #2 foil 1925. 

3. Net income reported has been increased un<|ler the pro¬ 
visions of Article 31, Regulations 69, by the net income 
from the Bailey-Brownsberger property, determined as 


follows: 

48 Gross income received. $20,516.77 

Less taxes and other expenses. 12,982.27 

Net income. 7,534.50 


4. Furniture and fixtures charged to expense have been 
disallowed as a deduction from gross income in accordance 
with Article 581, Regulations 69. 


Deduct: 

5. Capital stock tax. 

6. Premium on shares. 

7. Depreciation. 

Net income as adjusted 
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5. Capital stock tax has been allowed as a deduction from 
gross income under the provisions of Article 131, Regula¬ 
tions 69. 

6. Premium on shares does not represent taxable income. 
(Article 543, Regulations 69.) 

7. Same as Explanation #4 for 1925. 

Computation of Tax. 


Net income. S275,744.61 

Taxable at 13J/£%. 275,744.61 

Tax at 13 l A% . 37,225.52 

Previously assessed. 4,560.32 

Deficiency. 32,665.20 


Pavment should not be made until a bill is received from 
* 

t he Collector of Internal Revenue for your district, and re¬ 
mittance should then be made to him. 

49 United States Board of Tax Appeals. Filed Aug. 

14, 1929. 

United Stales Board of Tax Appeals. 

Docket No. 45215. 

Fidelity Savings and Loan Association, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Answer . 

The Commissioner of Internal Revenue, by his attorney 
C. M. Charest, General Counsel, Bureau of Internal Rev¬ 
enue, for answer to the petition of the above-named tax¬ 
payer, admits and denies as follows: 

I. Admits the allegations contained in paragraph I of the 
petition and avers that the deficiency letter was mailed to 
petitioner on May 25, 1929. 

II. Denies that the respondent erred as alleged in sub- 
paragraph 1 of paragraph II of the petition. 
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III. Denies generally and specifically each arjd every alle¬ 
gation set forth in taxpayer’s petition not hereinbefore ad¬ 
mitted, qualified or denied. 

Wherefore it is prayed that the taxpayer’s appeal be de¬ 
nied. 

(Signed) C. M. CHARE ST, 

C. M. CHAREST, 

General Counsel, 
Bureau of Internal Revenue. 

Of Counsel: 

PHILIP M. CLARK, 

Special Attorney, 

Bureau of Internal Revenue. 

PMC/MT. ! 

50 A true copv. Teste: 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

23 B. T. A. —. 

United States Board of Tax Appeals. 

Docket Nos. 14862, 31801, 39406, 45215. 

Fidelity Savings & Loan Association, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Promulgated July 10, 1931. 

Petitioner’s payments to holders of its “full paid stock” 
and “savings pass-book” shares, determined to be divi¬ 
dends rather than interest, and, therefore, not deductible 
from income. 

Petitioner’s payment to holders of “certificates of sub¬ 
scription to permanent stock” held to represent interest 
payments. 


L. L. Hamby, Esq., for the petitioner. 

P. M. Clark, Esq., and C. C. Holmes, Esq .,| 
spondent. 


for the re- 
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These are proceedings for the redetermination of deficien¬ 
cies in income tax for the years and in amounts, as follows: 


Docket number. Year. Amount. 

14862. 1921 $46,248.80 

31801. 1922 49,847.66 

39406. 1923 41,008.10 

45215. 1924 33,116.59 

“ 1925 32,784.97 

“ 1926 32,665.20 


$235,671.32 

51 The errors alleged by petitioner are: 

(1) The respondent has failed to hold that under 
the provisions of sections 231 (4) of the Revenue Acts of 
1918 and 1921, petitioner is exempt from income tax for the 
vear 1921, as a domestic building and loan association. 
Upon hearing, petitioner specifically abandoned this allega¬ 
tion of error. 

(2) The respondent has erroneously included in net in¬ 
come alleged interest paid by petitioner upon certificates of 
subscription to its “permanent'’ or “guaranteed” stock. 

(3) The respondent has erroneously included in net in¬ 
come alleged interest paid by petitioner upon its “savings 
pass-book” stock and/or “installment certificates of invest¬ 
ment.” 

(4) The respondent has erroneously included in net in¬ 
come, alleged interest paid on petitioner’s certificates of 
fully paid capital stock. 

The respondent has disallowed deduction of each of the 
above-described payments upon the theory that they repre¬ 
sent dividends rather than interest payments. 

Upon hearing, petitioner was permitted to amend its peti¬ 
tion in Docket No. 45215 to allege that the respondent 

52 has further committed error by including in peti¬ 
tioner’s net income for the year 1924, the amount 

of $8,328.21, representing interest paid by petitioner dur¬ 
ing the year 1924, to holders of certificates of subscription to 
guaranteed stock. This alleged error is similar to that de¬ 
scribed in paragraph 2, above, relating to the years 1921 to 
1923, inclusive. 
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* I 

* 

Findings of Fact . 

Petitioner is a California corporation with its principal 
place of business at Los Angeles. It was organized in 1891, 
but was operating during the taxable years involved under 
amended articles of incorporation issued in 1913, which, so 
far as material, read as follows: 

Second. That the purposes for which it is formed are to 
transact the general business of a mutual savings and loan 
association, also to receive money and accumulate funds to 
be loaned and to loan the same to their shareholders, stock¬ 
holders and others; to permit shareholders an|d investors 
to withdraw part or all of their payments, investments or 
stock deposits, and prescribe the terms and conditions of 
such withdrawal; to cancel shares of stock the payments on 
which have been withdrawn; to receive deposits of money 
and to execute certificates therefor, to borrow money for 
the purpose of making loans and of paying withdrawals at 
maturity; it is formed to encourage industry, frugality, 
home building and savings among shareholders and mem¬ 
bers; the accumulation of savings; the loaning to its 
53 shareholders, members and others of the moneys so 
accumulated, with the profits and earnings thereon 
and the repayment to each of his savings and profits when¬ 
ever they have accumulated, to the full par vjiluc of the 
shares, or at any time when he shall desire the sakne or when 
the corporation shall desire to repay the same, as may be 
provided in the bylaws, and to do all other acts authorized 
by law and more particularly by Title XVI of Part IV, 
Division I, of Civil Code of the State of California. 

####*## 

Fourth. That the term for which said corporation is to 
exist is fiftv vears from and after the date of its incor- 
poration. 

###**## 

Sixth. That the amount of the capital stock of said corpo¬ 
ration is twenty-five million (25,000,000) dollars, and the 
number of shares into which it is divided are two hundred 
and fifty thousand of the par value of one hundred dollars 
each. 
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By-laws of the petitioner adopted in 1913 and continued 
in effect until January 28, 1926, read, so far as is material 
herein, as follows: 

Article I. 

Section 1. This Association shall be known as the Fidelity 
Savings and Loan Association, and it is organized to pro¬ 
vide a medium through which the savings of its stockholders 
and others may be invested so as to yield the largest returns 
consistent with safetv. 

m/ 

»##»*#** 
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Article VI. 


Section 1. The authorized capital stock of this Associa¬ 
tion consists of 250,000 shares of a par value of one hundred 
dollars each. 

Sec. 2. Stock issued shall be designated as follows: 

Installment Stock—three classes—known as Class “A”, 
Class “B” and Class “C”; Full-paid Stock, known as 
Class “D”; Permanent Stock known as Class Sav¬ 

ings Pass-book Stock, known as Class “F”, and Permanent 
Keserve Stock Class “G M . 

Sec. 3. The owner of installment stock shall pay to this 
Association, in advance, on or before the first day of each 
month, an installment of forty cents a month on each share 
of Class “A” stock; of seventy cents a month on each share 
of Class “B M stock; and of one dollar a month on each 
share of Class “C” stock. Such stock shall mature and be 
payable at its face or par value, to the owner or holder 
thereof, when the amount paid, less the premium as pro¬ 
vided in Section 8, Article 6, together with all profits 
credited on such shares, shall equal one hundred dollars. 
This stock may be issued upon the payment of the first 
month's dues, and each holder thereof shall pay to the 
Association, in advance, on or before the first day of each 
month, an installment of forty cents on each share of Class 
“A” stock, of seventy cents on each share of Class “B” 
stock, and of one dollar on each share of Class “C” stock, 
for a period not to exceed 130 months on Class “A” stock, 
92 months on Class “B M stock, and 74 months on Class “C” 
stock. 
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Sec. 4. Full-paid Stock, Class “D”, will be issued on pay¬ 
ment, in advance, of its face or par value. The Association 
will pay cash dividends on this stock, at a rate npt exceeding 
seven per cent per annum, semi-annually, on qie first days 
of January and July of each year. This stock shall not fur¬ 
ther participate in profits. 

55 Sec. 5. Permanent Stock .—An issue of 10,000 
shares of permanent non-withdrawable stock is au¬ 
thorized. The conditions of this issue shall be controlled 
by the Board of Directors. 

This stock shall be subject to all of the rights, privileges 
and liabilities of stock in any other corporation. 

Sec. 6. Savings Pass-book Stock .—On this stock mem¬ 
bers may pay irregularly in time and amount.! Dividends 
on this stock will be declared out of the earnings semi- 
annuallv, on the first davs of January and Julv of each 
vear, at a rate to be fixed bv the Board of Directors—not 
to exceed five per cent per annum. This stock 
tired at the option of the Board of Directors on 
notice. 

Sec. 7. Permanent Reserve Stock .—The Permanent Re¬ 
serve, as provided in Article X, Section 3, or any part 
thereof, may be capitalized and distributed pro rata to all 
stockholders in good standing at the time of such distri¬ 
bution, through the medium of Special Permanent Reserve 
stock. This shall be fully paid and non-withdrpwable, and 
shall share in the earnings, the rate of dividend, to be 
fixed by the Board of Directors at the time of its issue, 
not to exceed six per cent per annum, payable semi-annu¬ 
ally. This stock shall not further participate ii|i profits. 


mav be re- 
%> 

thirtv davs- 


time, limit 
notice, re- 
of stock to 
issued, and 


Sec. 8. The Board of Directors may, at any 
the issue of stock, and may, after thirty days 
quire any or all members holding certificates 
surrender them in the order in which they were 
receive therefor the amount paid for such sto<j*k, together 
with all dividends declared. 

Sec. 9. All stock of this Association other tlian Savings 
Pass-book stock and Class “D”, on which no premium shall 
be charged, shall be sold at such premium as shall be fixed 
by the Board of Directors, which premium, if not paid at 
the time the stock is issued, shall be takep from the 
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first payments made, or from the monthly payments, or 
both. 

56 The Board of Directors, at its discretion, may re¬ 
quire the payment of a membership fee in lieu of 
the premium as above provided, and it may fix the amount 
of such fee and provide for the manner in which it shall 
be paid. , 


Article VII. 

Certificates of Investment. 

Section 1. The Board of Directors, at its discretion, may, 
in conformity with the state law, authorize the issue of in¬ 
stallment or coupon certificates of investment. These must 
specify the date, amount, rate of interest, when payable 
and the conditions of withdrawal, and the withdrawal value 
at the end of each vear. 

Article VIII. 

Withdrawal. 

Section 1. Installment shares not in arrears for dues or 
fines mav be withdrawn upon thirtv davs’ notice in writ- 
ing. The member withdrawing shall receive the full amount 
paid, less the premium, together with all profits declared. 

Sec. 2. Savings Pass-book stock may be withdrawn at 
will; however, the Directors may at any time require that 
reasonable notice of intention to withdraw be given, not in 
conflict with the state law. 

Article IX. 

Transfers. 

Section 1. Anv member mav transfer his shares, or anv 
number of them, on payment of the transfer fee of ten 
cents a share. 

57 Section 2. In case of the death of a shareholder, 
the legal representative may elect either to continue 
such shares to maturity or to surrender the same and re¬ 
ceive therefor their full withdrawal value. 
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Article X. 

Fines, Profits, and Reserve. 


45 


Section 1. Fines.—All installments are due ^ind payable 
on the first day of each month, in advance, anld if unpaid 
after the fifteenth day of the month, they are subject to a 
fine of five per cent of the defaulted amount, for every 
neglect or refusal to make payment when payable. 

Sec. 2. Profits.—At least annually, at the cjlose of the 
fiscal year, on December 31st, profits shall lie equitably 
apportioned by the Secretary in proportion to the average 
amount to the credit of each share during the preceding 
year or period. 

Profits from full-paid “D” stock and from Savings 
Pass-book stock, after paying the interest thereon, shall 
be credited to the installment stock as profits tfiereon. 

Sec. 3. Permanent Reserve.—Immediately before any 
dividend apportionment has been made, the Bbard of Di¬ 
rectors shall cause to be set aside, out of the profits, a suit¬ 
able sum, not less than the law requires, for a permanent 
Reserve. 

The purpose of this shall be to protect and guarantee 
stockholders and others against any loss, and when once 
set aside, it shall be kept unimpaired. The income of this 
shall be available for the payment of losses. Any sum re¬ 
maining after paying losses, as above provided, at the close 
of each fiscal year, shall be placed in the profit^ account. 

On January 28, 1926, petitioner adopted new by-laws, the 
material provisions of which read as follows: 

58 Article V. 

Stock. 

Section 1. An issue of ten thousand shares of permanent 
stock having a par value of One Hundred Dollars a share 
is authorized. 

Section 2. Other stock may be issued when authorized, as 
provided by law. 




46 


FIDELITY SAVINGS & LOAN ASSOCIATION VS. 


Article VI. 

Certificates of Investment. 

Section 1. Certificates of Investment are authorized hav¬ 
ing a par value of One Hundred Dollars each. They may 
be either fully paid, or installment Certificates on which 
the par value shall be accumulated by regular or by irregu¬ 
lar payments. 

Section 2. Fullv Paid Certificates of Investment.—These 

* 

must be fully paid at the time of issue and bear interest 
payable semi-annuallv or quarterly. 

Section 3. Installment Certificates of Investment.—Two 
forms are authorized: 

(a) Certificates on which uniform monthly payments 
shall be made until matured, withdrawn or cancelled. In¬ 
terest at an agreed rate shall be credited at least annuallv 
on the amount paid. At maturity all further payments and 
interest shall cease. 

(b) Certificates upon which payments may be made in 
such manner and in such amounts as their holder shall 
elect, and withdrawals made in like manner, until they have 
reached their matured value, or have been withdrawn and 
cancelled. Interest shall be credited at least annually, and 
no membership fee, fine or forfeiture shall be charge¬ 
able. 

59 Section 4. Everv Certificate of Investment shall 
specify the date of issue, the amount, how payable, 
the rate of interest and the conditions of payment and 
withdrawal. 

Article VII. 

Dividends. 

Section 1. At least annually, at the end of the fiscal year, 
after the payment of losses, a dividend shall be declared, 
payable out of the earnings, and the balance remaining 
shall be placed in the Surplus, or carried in Undivided 
Profits. 

* • * • # * # 

Article X. 

Section 1. As to all features not especially covered by 
these by-laws, the provisions of Sections 633-648-A, inclu- 
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sive, of Civil Code and Amendments thereto, ^hall govern 
the transaction of business by this Corporatioif. 

Issue No. 2 j 

Certificates of Subscription to Permanent Stock. 


Persons desiring to purchase shares of 
permanent or guaranteed stock filed applicati^) 
as follows: 

Application for Stock. 


petitioner’s 
n in form 


I hereby subscribe for — shares of the Permanent Capi¬ 
tal Stock of the Fidelity Savings and Loan Association. 

T understand that the shares here subscribed!for have a 
par value of One Hundred Dollars, and tlfiat I am to 
60 pay a premium of twenty-five dollars a (share. 

I agree to pay for these shares in-1. 

The conditions of the purchase, rate of interest, privi¬ 
leges and penalties are all set forth on the back of this con¬ 
tract, and are hereby agreed to by the purchaser and ac¬ 
cepted by the Association, when it receives and jretains the 
first installment on account of such purchase. 

No subscription will be taken for more than 100 shares. 

(Signed) 


Addrefes: 


Amount paid: $—. 

The back of this application reads: 

Conditions of Purchase. 

First. The amount of Permanent Stock authorized is 
Ten Thousand shares, par value One Hundred Dollars, 
offered at a premium of twenty-five per cent. 

All subscriptions for stock may be cancelled bV the asso¬ 
ciation and the amount paid on stock and premiums, to¬ 
gether with interest at six per cent thereon, returned to 
the subscriber, provided: 

(a) Less than five thousand shares shall have been sub¬ 
scribed within twelve months from May 1, 1914; or 

(b) Payments in the manner agreed upon fail to be made. 
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Second. Shares may be paid for in the following ways: 

(a) Tn ten equal annual payments of Twelve Dollars and 

Fiftv Cents for each share. 

•< 

(b) In one hundred twenty equal monthly payments oi 
One Dollar and Ten Cents for each share. 

61 (c) In | a single payment of One Hundred and 

Twentv-five Dollars for each share. 

rnr 

Third. As soon as the first payment has been made, the 
Certificate will be set aside on the books of the association 
as sold to the purchaser, subject to conditions of the appli¬ 
cation. 

Present members of the association are given the first 
choice, in fair proportion to their holdings, and it is hoped 
the entire issue will be taken bv them. 

mr 

No commission will be paid to agents, and the entire 
amount that is paid as premium will be placed in the 


reserve. 


4th. Subscribers will be allowed interest on their pay¬ 
ments at six per cent per annum, payable semi-annually on 
January 1st andj July 1st, until it become full participating. 

5th. This stock is permanent and non-withdrawable. It 
will become full participating in one hundred and twenty 
months from the date of this application. It will then 
share fully in losses, profits, surplus, profits from surplus 


or from any other source from which profits are derived. 


When an application in the form above set out was re¬ 
ceived and accepted by the petitioner a “subscription 
certificate to permanent stock” was issued. This certifi¬ 
cate embodied the conditions stated upon the back of the 
application as quoted above. A form of assignment of the 
certificate was printed upon it. 

None of the permanent stock certificates were issued 
prior to May 1, 1924, and none of the “certificates of sub¬ 
scription to permanent stock” were issued after that date. 

On and after May 1, 1924, the petitioner issued to 
62 holders of “subscription certificates to permanent 
stock,” certificates in form as follows: 
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Class E. 

Incorporated under the Laws of the State o|f California 

January, 1891. 

Number:—. Shares:—. 

Fidelity Savings and Loan Association 

Capital Stock: $1,000,000. 10,000 Shares, $100 Each. 

This certifies that-is the owner bf — shares 

of the capital stock of the Fidelity Savings and Loan Asso- * 
ciation, transferable on the books of the corporation in 
person or by attorney upon the surrender of this certifi¬ 
cate properly enclosed. 

In Witness Whereof the said Corporation has caused 
this certificate to be signed by authorized officers and to 
be sealed with the Seal of the Corporation at Los Angeles, 

California, this — day of-, A. D. 192-. 

- - 

J 

President. 

Secretary. 

During the taxable periods herein involve^, petitioner 
made payments, alleged to represent interest!, to holders 
of its “certificates of subscription to permanent stock ’ 9 
in amounts as follows: 

63 


1921 . $20,430.31 

1922 . 22,673.39 

1923 . 24,451.21 

Period Jan. 1 to May 1, 1924. 8,328.21 


Issue No. 3. 

Pass-book Shares. i 

; I 

From 1913 until December, 1925, petitioner had issued 
certain of its “savings pass-book stock” referred to in Sec¬ 
tion 6, Article VI of its by-laws, adopted in 1913. Sub- 

4—5719a 
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scribers to such shares received a small pass-book contain¬ 
ing* a certificate in form as follows: 


100 Shares. 


Certificate No. —. 


Fidelity Savings' and Loan Association (a Building anci 
Loan Association) of Los Angeles, California. 


This certifies that-, a member of the Fidelity 

Savings and Loan Association, has subscribed for and is 
the owner of Certificate for one hundred Savings Pass- 
• Book Shares of the par value of one hundred dollars each, 
on which dues pavments mav be made at anv time and in 
any amount not less than one dollar, at his option, until the 
full par value of the shares has been paid, unless sooner 
withdrawn. Dividends from the earnings of the Associa¬ 
tion will be credited semi-annually, computed on the mini¬ 
mum monthly balance, at the rate of five per cent, per an¬ 
num, on the second Mondav of Julv and January of each 

7 w w m/ 

year. 

All payments, together with the dividends credited and 
accrued, may be withdrawn on demand, excepting that the 
Association reserves the right to require reasonable notice 
of intention to withdraw not in conflict with its Bv- 

V 

Laws. 


64 This Certificate is issued subject to the Articles, 
Bv-Laws Und Rules of the Fidel it v Savings and 
Loan Association and is non-negotiable and is transferable 
only on the books of the Association, and no payment will 
be received and no withdrawal paid without the presenta¬ 
tion of this Certificate. 

In witness whereof the Fidelity Savings and Loan Asso- 
ciation has caused this Certificate to be signed bv its Presi- 
dent and Secretary and its corporate seal be affixed this 
— dav of-,-. 


Secretary. 

President. 
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The account pages were headed as follows: 

Fidelity Savings and Loan Association. 


Date. 


No. —. In Account with- 

Deposits. Withdrawals. 


Balance. 


In December, 1925, petitioner substituted for the above 
described 44 savings pass-book stock”, a p^ss-book form 
known as an “installment certificate of investment.” This 
change was made in order to comply with certain rulings of 
the respondent. The certificates are referred to in Sec¬ 
tion 1, Article VI of the by-laws adopted Jaijuary 1, 1926. 
Subscribers received a small pass-book containing a certifi¬ 
cate in form as follows: 


65 


No. —. 


i 

Fidelity Savings and Loan Association (a building and 
Loan Association), Los Angeles, California. 

I 

-is the owner of — Installment Certificates of 


Investment of a par value of One Hundred Dollars each, on 
which pavments mav be made at anv time I and in any 
amount not less than One Dollar, until their ful| par value is 
accumulated. Withdrawals may be made in like manner, 
the Association reserving the right to demand reasonable 
notice of intended withdrawal. Interest, computed on the 
minimum monthly balance at five per cent per! annum, will 
be credited semi-annually on January first apd July first 
of each vear. 

This certificate is not transferable, and withdrawals will 
be paid onlv after identification. I 

FIDELITY SAVINGS AND LOAN 
ASSOCIATION, I 

By-, | 

Secretary. 


Cashier. 


Holders of savings pass-book shares could mike deposits 
or withdrawals at any time and in any amount, but peti¬ 
tioner preferred that each transaction involve at least one 
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dollar. Holders of installment certificates of investment 
could make deposits or withdrawals at any time and in any 
amount not less than one dollar. 

The account pages bore headings similar to those in the 
“savings pass-book share” account books. 

The deficiencv letter relating to the vears 1925 and 1926 
treats payments upon “installment certificates of in- 
66 vestment”' the same as payments upon “savings 
pass-book shares,” grouping them under the name 
of the latter. The record does not indicate the respective 
proportions of each. 

During the taxable periods herein involved, payments 
alleged to represent interest were made to holders of “pass¬ 
book shares” and/or “installment certificates of invest¬ 
ment” in amounts as follows: 


1921 . 847,577.42 

1922 . 56,964.25 

1923 . 74,466.80 

1924 . 98,436.92 

1925 . 125,450.06 

1926 . 148,676.61 


Issue No. 4. 

Fully-paid Capital Stock. 

During all years herein involved, petitioner had out¬ 
standing certain certificates of “fully paid capital stock” 
in two forms, one of which, so far as material, reads as 
follows: 

D 6. Number 5139. 

$5,000. Tax Exempt in the State of California. $5,000. 

Savings and Fidelitv Loan Association. 


This certifies that 


is the owner of Fiftv shares 


of the capital stock of the Fidelity Savings and Loan Asso¬ 
ciation, amounting to Five Thousand Dollars, which have 
been fully paid. 

67 This certificate is issued to and accepted by the 
owners hereof upon the following terms and condi¬ 


tions : 
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First. That the amount for which this certificate is issued 
shall bear interest at the rate of six per cent (6%) per an¬ 
num, payable semi-annually at the office of thje Association 
in the city of Los Angeles on presentation anq surrender of 
the annexed coupons as they severally become ^lue. 

Second. The Fidelity Savings and Loan Association re¬ 
serves the right, on or after the expiration jof five years 
from the date hereof, to pay this certificate on any interest 
date, upon mailing, to its recorded owner, written notice, 
six months prior thereto, and thereupon said principle sum 
shall become due and shall be paid upon the 7 presentation 
and surrender of this certificate and all unpaid coupons to 
the Association at its office in the city of Los Angeles, and 
it may be surrendered, upon three months notice, for a sum 
which with interest previously paid shall equal its face 
value with interest from the date hereof to the date of with¬ 
drawal. 

Third. In consideration of the rate of dividend paid 
hereon, it is agreed that this certificate shall not further 
participate in any surplus or earnings or profits. 

This certificate may be transferred by endorsement and 
record thereof on the Association’s books acknowledged 
hereon. 


Stamped across the face of the specimen Submitted in 
evidence, are the words “withdrawable After One Year.” 

The second form differs from that set out above only in a 
provision that it may be surrendered “after one 
68 year,” upon three months notice. There is nothing 
in the record to indicate the outstanding proportions 
of the two forms of certificates of fully paid stock. 

Twenty coupons were attached to the cerjificate, each 
reading as follows: 

The Fidelity Savings and Loan Association will pay the 
bearer One Hundred and Fifty Dollars at itsi office in the 
city of Los Angeles, California, interest oh Certificate 
D 6-5139. I 


G. H. WADLfilGH, 

peer et ary. 

'■ \ 

During the taxable periods herein involved, payments 


alleged to represent interest were made to holders of cer¬ 


tificates of “fully paid” stock in amounts as fallows: 
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Year. 


Amount. 


1921 . $265,000.00 

1922 . 252,500.00 

1923 . 216,350.00 

1924 . 164,561.72 

1925 . 125,641.38 

1926 . 90,434.60 


General Findings. 

Petitioner's board of directors never declared dividends 
upon “certificates of subscription to permanent stock,’’ 
“savings pass-book shares,” “installment certificates 

69 of investment” or “certificates of fully paid capital 
stock.” When payments were due petitioner’s sec¬ 
retary directed computation of the amount and if sufficient 
cash was not on hand he borrowed it from the banks. These 
payments were made without reference to petitioner’s 
profits for the period involved. The annual statement sub¬ 
mitted to the directors bv the secretary reflected the differ- 
enee between gross income and all expenses, including pay¬ 
ments to holders of instruments of the four types above 
named. 

Coupons on fully paid shares were often presented by 
banks or bearers. When all coupons on such a certificate 
had been redeemed, petitioner took up the certificate by pay¬ 
ment and cancelled it. 

Holders of certificate of subscription to “permanent 
stock” were issued permanent stock certificates on May 1, 
1924. Thereafter such stockholders shared in petitioner’s 
profits in amounts varying from twelve per cent in 1924 to 
sixteen per cent in 1926. These dividends were determined 
by the board of directors and were paid quarterly. Such 
payments have not been and are not now claimed as de¬ 
ductions. 

70 No holder of “certificates of subscription to perma¬ 
nent stock,” “savings pass-book shares,” “install¬ 
ment certificates; of investment” or “certificates of fully 
paid capital stock” has ever claimed any right to partici¬ 
pate in the profits of the petitioner. The amounts paid by 
petitioner upon the instruments above named were regarded 
by it as amounts debited to interest. 








55 


DAVID BURNET, COM MR. OF INT. REvJ 

i 

I 

During the years involved, petitioner had 1 outstanding 
certain “installment stock’’ the certificates of [which, so far 
as material, read as follows: 

This certifies that-, of-, is a member of the 

Fidelity Savings and Loan Association of L os Angeles, 
California, and has subscribed for, and is the holder of — 
shares of the stock therein. 

This certificate is issued by said corporation and accepted 
by the said shareholder under the following express terms 
and conditions: That the said shareholder shall pay or 
cause to be paid to the Corporation an installment of — 

Dollars on the First dav of-, One Thousand Nine Hun- 

dred —, and a like installment on the same dav of each 
month thereafter for the full period of — months, or until 
the stock subscribed shall have become fully paid up, and 
matures; that the above shares of stock shall!mature and 
become payable when the payments made thereon, after de¬ 
ducting therefrom the premium paid and the pro rata share 
of losses and expenses, and all advances that Have already 
been paid, shall, together with the annual dividends ap¬ 
portioned, amount to the sum of One Hundred Dollars a 
share. ' 

71 Dividends paid upon permanent andj installment 
stock never exceeded the profits of the petitioner for 
the period covered by such payments. 

Tlie respondent has determined that the payments to hold¬ 
ers of “certificate of subscription to permanent stock,” 
“pass-book shares,” “installment certificates'! of invest¬ 
ment” and “fully paid capital stock,” during jeach of the 
years involved, represent dividends and are no^ deductible 
from the petitioner’s income. j 

Opinion. j 

Love: The question presented is the nature of petitioner’s 
payments to holders of, or subscribers to, various classes of 
its stock and investment certificates, i. e., whether such pay¬ 
ments are dividends or interest. The respondent has de¬ 
termined that all of the payments involved represent divi¬ 
dends and he has accordingly denied their deduction bv the 
petitioner. The petitioner asserts that in each instance the 
payments represent interest and its argument is largely di- 
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rected to distinguishing such payments from divi- 
72 dends as defined in the applicable Revenue Act. Both 
parties have briefed their contentions in considerable 
detail—to such an extent in fact that we do not feel justified 
in discussing each particular of the arguments presented. 

The petitioner is a California corporation, conducting its 
business in that state and presumably in accordance with 
its statutory provisions. Among these provisions are the 
following from the Civil Code of California: 

3633. Powers of building and loan associations. Build¬ 
ing and loan associations as hereinafter in this title defined, 
shall have power to receive money and accumulate funds to 
be loaned, * * *; to permit shareholders and investors 

to withdraw part or all of their payments, investments or 
stock deposits, and to prescribe the terms and conditions of 
such withdrawal: to cancel shares of stock, the payments 

on which have been withdrawn; to receive monev and to 

• •> 

execute certificates therefor, which must specify the date, 
amount, rate of interest, and when the principle and interest 
are payable, and also the withdrawal value thereof at the 
end of each vear; * * * and shall have such further 

powers as may be specifically set forth under this title; 


73 There follows a requirement that the articles of in¬ 
corporation shall state the purpose for which it is 
formed. Petitioner’s articles, as set forth in the findings, 
follow the prescribed form. 

Section 634 of the Civil Code, supra , reads: 

Capital.—The capital of every such corporation shall be 
divided into shares of the matured or par value of one hun¬ 
dred or two hundred dollars each, as provided by the arti¬ 
cles of incorporation, and shall be paid in by the subscribers 
in the manner provided by the by-laws. All such payments 
shall be called dues. Certificates shall be issued to each 
shareholder on the first payment of dues by him. Shares 
pledged as security for the payment of a loan shall be called 
pledged shares, and all others free shares. All shares ma¬ 
tured and surrendered or cancelled, shall become the prop¬ 
erty of the corporation and may be reissued. The capital 
shall consist of the accumulated dues, together with the ap¬ 
portioned profits of the corporation, and shall be accumu¬ 
lated by the issuance of shares in any one or more of the 
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following forms, viz.: “installment shares,”! “full paid 
shares,” “pass-book shares” and “guaranteei stock.” 

(a) Installment shares.—Installment sharps shall be 
either “serial” or “permanent” in form. When issued in 
“serial” form the periodical dues oA shares in 
74 each series shall commence with the datej of the issue 
of such series and the holder must pay such dues and 
such amounts per share and at such times as|the by-laws 
may provide, and such payments must continue ojn each share 

its matured 
h issues the 


l the profits 


until, with the profits allotted thereto, it reaches 
value or is withdrawn or canceled. On all sue 
dividends shall be apportioned or credited equally to each 
share in each series. Xo share of a prior series shall be is¬ 
sued after the issue of shares in a new series, except by 
way of transfer. Shares issued in “permanent” form may 
be issued at anv time and the dividends thereon mav be 
credited in the pass-books of the members. Shares of either 
form may be issued in “classes” with a different periodical 
payment for each class designation, to be specified in the by¬ 
laws, and shall be issued with full participation i 
subject to apportionment as dividends. 

(b) Full-paid Shares.—Full paid shares shall be shares 
upon which a single payment of dues amountingjto one hun¬ 
dred or two hundred dollars per share shall be|paid at the 
time of subscription and upon which the holder [shall be en¬ 
titled to either a full participation in the net profits or to an 
agreed rate of dividends not exceeding six per (lent per an¬ 
num, payable semi-annually in cash, to be specified in the 
body of the certificate issued. All such shares I mav be is- 

%J V 

sued in separate classes as to participation, under regula¬ 
tions to be provided in the by-laws and which mhst be fully 
set forth in or upon each certificate issued. 

75 (c) Pass-book Shares.—Pass-book sjhares are 

shares which shall participate in the apportionment 
of net profits and be credited therewith at a rate not less 
than seventy-five nor more than ninety per centum of the 
rate apportioned to installment shares, as the by-laws shall 
determine, and upon which the dues may be paic in at such 
times and in such amounts as the holder thereof may elect 
until said shares reach their matured value oi| are with¬ 
drawn. Such shares shall be withdrawable under rules to 
be provided in the by-laws and fully set forth in the pass- 
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books issued. The matured value of this class of shares 
shall not exceed in volume twenty-five per centum of the 
matured value of all other shares in force. No member¬ 
ship fee, fine or forfeiture, shall be chargeable against such 
shares. 

(d) Guarantee Stock.—Guarantee stock shall be stock, 
provided by the by-laws, to be set apart and sold as a fixed, 
permanent or guarantee capital, and shall be issued with full 
participation in the profits subject to apportionment as 
dividends. When any such stock has been once so set apart, 
sold and issued, it shall thereafter remain as a fixed, perma¬ 
nent and guarantee capital, and shall be subjected to all the 
conditions and liabilities attaching to the paid-in capital 
stock of other classes of corporations. Such guarantee stock 
shall protect and guarantee all other stockholders and cred¬ 
itors against anyi loss, and when once paid it must be kept 
unimpaired. 




Article VI, Section 2, of the petitioner’s by-laws of 1913 
provide for the issuance of seven classes of stock, 
76 including three classes of “installment stock” and 
one class designated as “permanent reserve stock”, 
the payments on which are not involved in this proceeding. 
The other three classes, designated in the by-laws as “full- 
paid stock,” “permanent stock” and “savings pass-book 
stock,” correspond, respectively, to “full-paid shares,” 
“guarantee stock” and “pass-book” shares as defined in the 
above quoted statute. In December, 1925, the petitioner 
ceased the issuance of savings pass-book stock. There¬ 
after it issued its “installment certificates of investment” 
as provided for by Article VII, and Article VI, of the by¬ 
laws of 1913 and 1926, respectively. 

We will first discuss petitioner’s payments upon the “full- 
paid” stock and the “pass-book” shares, because, as will 
later appear, our determinations respecting them are 
founded upon virtually the same basis and differ from those 
relating to the petitioner’s payments upon “certificates of 
subscription to permanent stock” and “installment certifi¬ 
cates of investment.” 

The petitioner’s argument is that the payments involved 
were interest and not dividends because thev lacked 
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77 at least three of the features which it contends char¬ 
acterize dividends. First, it is asserted that they 

were paid at a definite rate per cent, without Regard to the 
earnings or profits, and that they were a chaijge upon the 
petitioner regardless of its income; second, thatjthe deposits 
upon which these payments were made were not at the risk 
of the business; third, that payment was not dependent upon 
any action of the petitioner’s directors. In effect, therefore, 
the petitioner contends that the payees were creditors of the 
petitioner, rather than stockholders in the usually under¬ 
stood sense. 

It seems unnecessary to quote authorities fo|r the state¬ 
ment that where the statutes and by-laws authorize it and 
the stock certificates specify it, dividends may be paid at 
a definite rate per cent on certain classes of stock, even 
though other classes are paid at a higher rate. This is 

* 1 . *• i 

one of the characteristics of practically all preferred stock, 
yet such stock is at the risk of the business, and payments 
upon it are dividends. Another common feat tire of pre¬ 
ferred stock is its right to be protected against 

78 losses bv the common stock, i. e., to be saved from 

♦ 

the burden of losses so long as there is coipmon stock 
to bear that burden. Under provisions of sections 634 (a) 
and (d) of the Civil Code, supra, relating to “installment 
stock’’ and “guarantee stock” just such protection is af¬ 
forded holders of “full-paid” and “savings pass-book” 
shares. | 

The fact that deposits on “full-paid” shares land “sav¬ 
ings pass-book” stock are at the risk of the business in a 
manner analogous to the investment of a preferred stock¬ 
holder is further illustrated by the provisions of the Gen¬ 
eral Lairs of California , Deering, 1923, page 360j section 9, 
[Statute of 1911, (Ex. Secs.) p. 71 relating to tljic liquida¬ 
tion of savings and loan associations whose bjusiness is 
being conducted improperly. Said section 9 provides that 
the building and loan commission shall take charge of the 
affairs and business of the association. If thereafter the 
superior court of the county approves the comnfissioner’s 
action the latter shall proceed to liquidate thej business. 
In so doing the commissioner must inventory the as- 

79 sets and give notice of the proceedings to all persons 
having claim against the association “as creditors, 
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shareholders, members or investors.” After providing for 
payment of liquidating expenses, the section continues: 

from the net realization of assets, in excess of 
salaries and expenses, the Commissioner shall first pay all 
approved claims, other than claims to stockholders, share¬ 
holders and members. 

And thereafter he shall distribute and pay divi¬ 
dends, in liquidation to stockholders, other than guarantee, 
and to the shareholders and members, as fast as funds to 
the amount of ten (10) per cent of such approved claims are 
available therefor, and so continue until all the assets have 
been realized upon and a final dividend in liquidation shall 
be declared and paid. * * *. 


There is a further provision that when all approved 
claims have been paid and provision made for payment of 
all known but unclaimed liabilities, the commissioner shall 
turn the remaining assets over to the holders of guarantee 
stock. 

The fact thajt petitioner’s directors made no formal 
declarations of dividends on the full-paid stock and 
80 savings pass-book shares is not conclusively indica¬ 
tive of the character of the petitioner’s payments 
thereon. 

Under the statute holders of full-paid shares were en¬ 
titled to 


either a full participation in the net profits or to an agreed 
rate of dividends not exceeding six per cent per annum, pay¬ 
able semi-annually in cash, to be specified in the body of the 
certificate issued. 


The statute also provided that pass-book shares 

are shares which shall participate in the apportionment of 
net profits at a rate not less than seventy-five nor more than 
ninety per centum of the rate apportioned to installment 
shares, as the by-laws shall determine. 

Article VI, Section 6 of the by-laws of 1913 provides that 
dividends on savings pass-book stock 

will be declared out of earnings semi-annually, on the first 
days of January and July of each year, at a rate to be fixed 
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by the Board of Directors—not to exceed five per cen- per 
annum. 

It appears, therefore, that under the statute payment of 
dividends on the two classes of stock mentioned were 
required so long as there were “net profits”, and, so 
81 far as the pass-book shares are concerned, if any 
dividends were declared on the “installment stock”. 


of full-paid 
we approve 
eduction of 


We think the petitioner’s payments to holders 
stock and pass-book shares were dividends and 
the refusal of the Commissioner to permit the <J 
such payments from petitioner’s income. Cf. Dtyan Savings 
and Loan Co., 12 B. T. A. 772’. 

In December, 1925, the petitioner, in order to 
tain objections which the respondent had made t 
ance as interest deductions of payments upon 
pass-book shares, discontinued the issuance of such shares, 
substituting therefor a form known as “installment cer- 


dbviate cer- 
b the allow- 


f 1 


le savings 


tifieates of investment.” It does not appear 
certificates were substituted for outstanding 


that these 
pass-book 


shares, but onlv that thev were issued thereafter in lieu of 
the latter. The installment certificates were issued in 
accordance with the provisions of Article VII of the by¬ 
laws of 1913 and Article VI of the by-laws of 1926. The 
deficiency letter covering the years 1925 and 1026, Docket 
Xo. 45215, makes no mention of petitioner’s pav- 
82 ments upon “installment certificates of investment.” 

We have found, however, that the petitioner’s pay¬ 
ments upon such certificates in the years 1925 and 1926 are 

t for those 


ok shares, 
determine 
Respondent 
certificates 


included in the amounts disallowed by responder 
years as dividends upon the savings pass-bd 
There is nothing in the record upon which to 
what portion of the amount so disallowed by the 
represents payments upon the installment 
rather than payments on the savings pass-book shares. 

It follows that even if we were to determine that peti¬ 
tioner’s payments upon the installment certificates repre¬ 
sented interest, rather than dividends such as we have 
determined its payments upon the pass-book shares to be, 
we would be unable to determine the deduction to which it 
would be entitled by reason of such payments. Under such 
circumstances, the Board declines to pass upon the issue. 
James Comens, 11 B. T. A. 1040; Livingston Worsted Co ., 
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14 B. T. A. 700; Ohio Clover Leaf Dairy Co., 9 B. T. A. 433 
and J. S. Fernandez, et al., executors, 15 B. T. A. 1369. 

The remaining issue relates to petitioner’s payments to 
holders of “certificates of subscription to permanent 
stock.” In 1914 the petitioner announced that it 

83 would accept subscriptions to an issue of 10,000 
shares of its permanent stock. This stock was au¬ 
thorized bv Article VI, Section 5 of the Bv-Laws of 1913, 
under the provisions of which it could be issued upon con¬ 
ditions “controlled by the Board of Directors.” The condi¬ 
tions stipulated were that subscriptions might be paid in 
full, or in annual or monthly payments over a period of ten 
years; the stock would be set aside for the subscriber when 
the first payment was made but would not be actually issued 
until 120 months after the subscription; subscribers would 
be allowed interest on their payments at six per cent per 
annum until issuance of the stock, and it would then “share 
fully in losses, profits, surplus, profits from surplus or from 
any other source from which profits are derived.” 

None of the permanent stock was issued prior to May 1, 
1924, and none of the “certificates of subscription” to such 
stock was issued subsequent to that date. The respondent 
has determined that petitioner’s payments to holders of 
such certificates prior to May 1, 1924, represent dividends. 
Subsequent to May 1,1924, the permanent stock was issued 
and holders thereof received payments admitted by 

84 both parties to represent dividends. These dividends 
varied from 12 per cent in 1924 (subsequent to May 

1) to 16 per cent in 1926. 

The respondent asserts that when the stock was sub¬ 
scribed for and set aside pending payment, the subscriber 
became liable for the purchase price and entitled to the 
benefits of the stock, i. e., to a limited participation in the 
profits of the business prior to May 1, 1924, and to full 
participation thereafter. Vpon consideration of the sub¬ 
scription contract and the certificate of subscription issued 
thereunder, we are of opinion that what holders of such 
certificates received was not a share in the profits of the 
business, but merely interest upon their payments on stock 
subscriptions. Neither the subscription contract nor the 
certificate of subscription purport to make the subscriber 
a stockholder in presenti. Both specifically provide that 
he will not become a stockholder until at least one hundred 
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and twentv months after May 1. 1914. What he received 
upon subscription was not a stock interest in th<> petitioner, 
but the right to such an interest in the future, conditioned 
upon payment in accordance with the terms of his sub¬ 
scription, and in addition the right to interest upon his 
accumulating payments prior to the issuance of his 
stock. 

85 The distinction between petitioner’s payments to 
holders of full-paid stock and savings pass-book 

shares, and those to holders of certificates of subscription 
to permanent stock, lies in the fact that the two former 
classes are in fact holders of stock interests m the peti¬ 
tioner, while the latter class are creditors whoj upon com¬ 
pliance with certain conditions, will become holders of stock 
interests. 

Judgment will be entered under Buie 50. 

86 United States Board of Tax Appeals, Washington. 

Docket Nos. 14862, 31801, 39406, and 45:215. 
Fidelity Savings & Loan Assn., Petitioner, 

vs. 

Commissioner of Internal Revenue, Respondent. 

Order. 

It appearing to the Board that in the report ks promul¬ 
gated in this proceeding on July 10, 1931, there was omitted 
from the findings of fact, as set out on page 21 of such re¬ 
port, certain material facts, it is 

Ordered that the quotation as appearing in the second 
paragraph on page 21 have added at the end thereof the 
following additional paragraph as a further quotation: 

This certificate can be assigned or withdraw^ after all 
fees, fines and payments have been made as reejuired, and 
as provided in the By-Laws. 

And it is further j 

Ordered that the following paragraph be adfled imme- 

diatelv following the quotation referred to abov<^. 

* 

87 Dividends were paid upon the “installment stock” 
at the rate of 12 per cent for the years 19J21 to 1925, 
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inclusive, and at the rate of 16 per cent for the year 1926. 
The board of directors annually authorized these payments 
as dividends and they are not claimed as deductions. 

(Signed) W. D. LOVE, 

Member. 

Dated Washington, D. C., July 10, 1931. 

88 United States Board of Tax Appeals, Washington. 

Docket Xos. 14862, 31801, 39406, and 45215. 

Fidelity Savings & Loan Assn., Petitioner, 

vs. 

Commissioner of Internal Revenue, Respondent. 

Decision. 


Pursuant to findings of fact and opinion promulgated 
July 10, 1931, and order of July 10, 1931, the respondent 
herein, to-wit, on October 21, 1931, having filed a proposed 
redetermination for the years 1921, 1922, 1923, 1924, 1925 
and 1926, and the petitioner on November 9, 1931, having 
filed notice of acquiescence to the said proposed redeter¬ 
mination, it is 

Ordered and decided that there are deficiencies as 
follows: 


Year. 

1921 . 

1922 . 

1923 . 

1924 . 

1925 . 

1926 . 


Deficiency. 

844,205.77 
47,013.49 
37,951.70 
32,075.56 
32,784.97 
32,665.20 


(Signed) 


W. D. LOVE, 

Member. 


Entered Nov. 19, 1931. 
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Filed Apr. 21, 


United States Board of Tax Appeals. 

Docket Numbers 14862, 31801, 39406, 45215. 

Fidelity Savings & Loan Association, a Corporation, 

Petitioner, 
v. 

David I. Burnet, as United States Oommjssioner of 
Internal Revenue, Respondent. I 

Stipulation for Review by the Court of Appeals of the 

District of Columbia. 

It is hereby stipulated by and between the petitioner and 
the respondent that the decisions and orders bf the United 
States Board of Tax Appeals redetermining the liability of 
petitioner for deficiencies in taxes in the above entitled 
cases shall be reviewed by the Court of Appeals of the Dis¬ 
trict of Columbia as provided bv law. 

L.L. HAMBY, j 

Attorney for Petitioner . 

C. M. CHAREST, 

General Counsel, 

Bureau of Internal Revenue, 

For the Respondent. 

90 United States Board of Tax Appeals. Filed Apr. 21, 

1932. 

United States Board of Tax Appeals. 

Docket Xos. 14862, .31801, 3940G, 452jl5. 

Fidelity Savings & Loan Association, a Corporation, 

Petitioner, 

v. 

David I. Burnet, as United States Commissioner of 
Internal Revenue, Respondent. 

Petition for Review by the Court of Appeals of the District 

of Columbia. I 

Comes now Fidelity Savings & Loan Association and 
respectfully represents: 
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I. Petitioner is a corporation existing under and by 
virtue of the laws of the State of California, having its 
office and place of business in Los Angeles in said State. 

IT. Respondent, David I. Burnet, is United States Com¬ 
missioner of Internal Revenue, having succeeded as such 
Commissioner, Robert II. Lucas, who, in turn, suc¬ 
ceeded as such Commissioner David H. Blair, who, as such 
Commissioner, determined and mailed petitioner the notices 
of deficiencies in income taxes for the years 1921 to 1926 
inclusive, from which petitioner duly appealed to 
91 the United States Board of Tax Appeals as pro¬ 


vided bv law for a redetermination of its liabilitv for 
• * 

the payment of such taxes as hereinafter set forth. 

III. Respondent mailed the aforesaid notice of deficiency 
addressed to the petitioner for the year 1921, on, to wit: 
February 16, 1926; a similar notice for the year 1922, on, to 
wit: August 15, 1927; a similar notice for the year 1923, on, 
to wit: April 28, 1928; and a similar notice for the years 
1924, 1925 and 1926, on, to wit: May 25, 1929. Petitioner 
duly made and filed with the said Board of Tax Appeals 
within sixtv davs after the date of the mailing of each of 
the said notices a petition praying for a redetermination of 
its liabilitv for the deficiencies set forth in the said notices 
respectively, as provided by law; the docket number of its 
said petition in respect of the notice of deficiency for the 
year 1921 being 14862, for the year 1922, 31801, for the year 
1923, 39406 and for the rears 1924, 1925 and 1926 being 


45215. 


Thereafter, and subsequent to the filing by the respondent 
or his said predecessor in office the said David H. Blair of 
his answer to each of the said petitions, all of said appeals 
being docket numbers 14862', 31801, 39406 and 45215, were 
dulv set for hearing before the said Board which on motion 
and the consent of counsel for petitioner and respondent 
were consolidated both for hearing and decision by the said 
Board. 

92 Thereafter, the said Board, on, to wit, July 10, 
1931, duly made, entered and promulgated its find¬ 
ings of fact and opinion (23 B. T. A. 1059) and on the same 
date entered an order supplementing the said findings of 
fact. 

Thereafter, the said Board, on, to wit, November 19, 1931, 
made and entered its order redetermining the liabilitv of 
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petitioner for deficiencies for each of the y^ars 1921 to 
1926 inclusive as follows: 

For the year 1921. j $44,205.77 

For the year 1922.j 47,013.49 

For the vear 1923. 

For the year 1924. 

For the year 1925. 

For the year 1926. 


37,951.70 
32,075.56 
32,784.97 
32,665.20 


credited or 
certificates 


IV. The nature of the controversy involves |the right of 
petitioner to the deduction from its gross income as in¬ 
terest on its indebtedness in computing its net taxable in¬ 
come for each of the years involved, of sums 
paid by it to holders of coupons attached to 
previously issued by petitioner and herein referred to as 
paid-up certificates; and sums credited or paid by peti¬ 
tioner on balances of amounts paid in or deposited by 
holders of pass-books previously issued by petitioner. 

It is the contention of the petitioner that all of said sums 
or amounts represented and constituted interest credited 
or paid by it upon its indebtedness and as sujfii were de¬ 
ductible from its gross income in computing its net taxable 
income for each of the said years during which they were so 
credited or paid within the meaning and intent of 
93 section 234(a) (2) of the Revenue Act of 1921 in re¬ 
spect of the years 1921, 1922 and 1923| of section 
234(a) (2) of the Revenue Act of 1924 in respect of the 
years 1924 and 1925, and section 234(a) (2) of the Revenue 
Act of 1926 in respect of the year 1926. 

The said Board of Tax Appeals held that no part of the 
aforesaid sums represented or constituted interest paid or 
credited by petitioner upon its indebtedness and denied 
petitioner the right to deduct the same for the purpose 
aforesaid. 

V. Counsel for the petitioner and respondent have stipu¬ 
lated in and by a paper writing duly signed by them and 
filed with the said Board, that the action of the said Board 
redetermining the liability of petitioner for the years afore¬ 


said shall be reviewed by the Court of Appeals 
trict of Columbia, as provided by law. 

VI. Petitioner, being aggrieved by the conclu^ 
contained in said decision or opinion and by the 
of redetermination made bv the said Board of T 


of the Dis- 

ions of law 
said order 
x Appeals, 
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desires to obtain a review thereof by the Court of Appeals 
of the District of Columbia; wherefore, it prays that a 
transcript of the record be prepared in accordance with the 
rules of the Court of Appeals of the District of Columbia 
and transmitted, to the Clerk of that Court for filing and 
appropriate action to the end that the errors complained of 
may be reviewed and corrected by the said Court. 

94 Petitioner's Assignments of Error. 


1. The Board of Tax Appeals erred in failing to hold 
that petitioner was entitled to deduct from its gross income 
as interest on its indebtedness in determining its net tax- 
able income for the years 1921 to 1926 inclusive, all sums 
which it paid or credited during each of said years to hold¬ 
ers of its certificates of so-called full-paid or prepaid cer¬ 
tificates or shares previously issued by petitioner in retir¬ 
ing the coupons attached thereto. (For the purpose of 
identification specimens of the certificates herein referred 
to were those admitted in evidence by the said Board and 


marked Petitioner's Exhibits 2A and 2I>.) 


2. The said Board of Tax Appeals erred in failing to 
hold that petitioner was entitled to deduct from its gross 
income as interest on its indebtedness in determining its net 
taxable income for the vears 1921 to 1926 inclusive all 


amounts paid or credited by petitioner to holders of its so- 
called certificates of pass-book shares upon the amounts 
of the minimum imonthlv balances in monev deposited by 

•> w 1 W 

them with petitioner; and all amounts similarly credited 
or paid during the years 1925 and 1926 to holders of so- 
called installment certificates of investment pass-books. 
(For the purpose of identification specimens of the two 
forms of pass-books herein referred to were admitted in 
evidence bv the said Board as Petitioner’s Exhibits 5A 


and 5B.) 

95 3. The said Board of Tax Appeals erred in refus¬ 

ing to admit in evidence a ruling or memorandum 
prepared by the General Counsel of the Internal Revenue 
Bureau and approved by the Commissioner of Internal 
Revenue relating ito petitioner and various other building 
and loan associations of the State of California wherein it 


was determined and declared that amounts paid by said as¬ 
sociations to holders of certain certificates issued by them 
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and specifically in respect of the petitioner and the amounts 
paid to holders of certain certificates issued tyy it, consti¬ 
tuted interest on its obligations and was deductible in de¬ 
termining and computing its net taxable income. (For the 
purpose of identification the said ruling is that marked 
“Exhibit 10 for identification.”) 

4. The said Board of Tax Appeals erred in refusing to 
admit in evidence a letter dated August 18, 19271, sent by the 
Collector of Internal Revenue at Los Angeles, California, 
to Clarence H. Lee, a holder of several forms of the certifi¬ 
cates issued by petitioner and involved herein and which 
letter was written upon direction of the Commissioner of 
Internal Revenue and called upon the said Lee to return the 
taxes refunded to him, predicating such request upon the 
ground that amounts paid by petitioner to tfie said Lee 
upon its said certificates constituted interest received by 
him instead of dividends. (For tlie purpose o|f identifica¬ 
tion the said letter is that marked “Exhibit 11 |for identifi¬ 


cation”.) 

96 5. The said Board of Tax Appeals erred in hold¬ 

ing and determining that petitioner was liable for 
the following deficiencies in taxes for the vears 1921 to 
1926: 

For the year 1921.. $44,205.77 

For the year 1922. 47,013.49 

For the year 1923. 37.951.70 

For the vear 1924. 32,075.56 

For t he year 1925. 32,784.97 

For the year 1926.. 32,665.20 

L. L. HAMBY, 

Counsel for Petitioner , 
Transportation Building, 

Washington, IJ. C. 

District of Columbia, ss : 

L. L. Hamby, being first duly sworn, says thatj he is coun¬ 
sel of record in the above-named cause; that as such coun¬ 
sel he is authorized to verify the aforegoing petition for 
review; that he has read the said petition and knows the 
contents thereof and that the statements therein made are 
true to the best of his knowledge, information and belief. 

L. L. HAMBY. 
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Subscribed and sworn to before me this 21st day of 
April, 1932. 

[notarial seal.] JESSE G. LANE, 

Notary Public. 

97 United States Board of Tax Appeals. 

Docket Nos. 14862, 31801, 39406, 45215. 

Fidelity Savings & Loan Association, a Corporation, 

Petitioner, 

v. 

David I. Burnet, as United States Commissioner of 
Internal Rvenue, Respondent. 

Notice of Filing Petition for Revieiv. 

C. M. Charest, Esq., 

General Counsel, Bureau of Internal Revenue, 
Washington, D. C.: 

Please take notice that on the 21st day of April, 1932, 
there was filed with the United States Board of Tax Ap¬ 
peals a petition for review by the Court of Appeals of the 
District of Columbia of the decision of the Board of Tax 
Appeals in the above entitled case. 

L. L. HAMBY, 

Attorney for Petitioner. 

Service of the foregoing notice and a copy of the petition 
for review mentioned therein is acknowledged this 21st day 
of April 1932. 

C. M. CHAREST, 

« General Counsel , 

Bureau of Internal Revenue. 

98 United States Board of Tax Appeals. Lodged 
May 24, 1932. 

United States Board of Tax Appeals. Filed May 25, 
1932. 
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United States Board of Tax Appeals. 
Docket Numbers 14862, 31801, 39406, 45215. 
Fidelity Savings & Loan Association, Petitioner, 


David I. Burnet, as Commissioner of Interhal Revenue, 

Respondent. 

Statement of the Evidence. 

1 

The petitioner, to maintain the issue on its part con¬ 
tended at the hearing of the above entitled cjise offered in 
evidence the following documents which were admitted 
without objection: 

As petitioner’s exhibit #1 the amended articles of in¬ 
corporation of petitioner. 

As petitioner’s exhibit #2A specimen fornji of full-paid 
certificate issued by petitioner. 

As petitioner’s exhibit #2B another specimen form of 
full-paid certificate issued by petitioner. 

As petitioner’s exhibit #3 specimen form of application 
for permanent stock issued by petitioner. 

As petitioner’s exhibit #4 specimen formjof subscrip¬ 
tion to permanent stock issued by petitioner. 

As petitioner's exmoit #5A specimen form of pass¬ 
book certificate issued by petitioner prior to December 1, 
1925. 

99 As petitioner’s exhibit #5B another specimen 
form of pass-book certificate issued on and after 
December 1, 1925. 

As petitioner’s exhibit #6 specimen form of installment 
stock certificate issued by petitioner. 

As petitioner’s exhibit #7 specimen form ojf permanent 
or guarantee stock certificate issued by petitipner. 

As petitioner’s exhibit #8 by-laws of petitioner in force 
prior to January 28, 1926. ! 

As petitioner’s exhibit #9 by-laws of petitidner in force 
on and after January 28, 1926. 

Whereupon counsel for the respondent, at the request of 
counsel for the petitioner, produced a ruling (marked 
herein exhibit #11 for identification) in respect of which 
the following occurred: 
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“Mr. Hamby: If the Board please, in lieu of serving a 
subpoena e duces tecum , counsel for the respondent has pro¬ 
duced here as though it were produced under such sub¬ 
poenas, a proper and true copy of the rulings made by the 
General Counsel of the Bureau of Internal Revenue, and 
approved by the Commissioner of the Internal Revenue 
Bureau, relating to the matter of what constitutes interest 
or dividends upon the various certificates of this associa¬ 
tion, or this corporation, during the years under considera¬ 
tion, and we desire to offer that in evidence upon 

100 the ground that it represents an executive construc¬ 
tion of the acts of congress bv the Commissioner of 

Internal Revenue, who is charged bv law with the dutv of 
interpreting that act. AYe propose to show in connection 
with it that that ruling was delivered to counsel; that it was 
approved by the iCommissioner of Internal Revenue and 
that he relied on this, and it will show its absolute mate- 
riality in respect to the issues which are involved here be¬ 
fore the Board. 

Xow counsel, I suppose, will have no objections to the 
Board examining the ruling and passing upon its materi¬ 
ality and thev are being offered here in evidence bv the 
petitioner. 

“Mr. Clark: Well, your honor, the situation is this: 
yesterday in tlie early afternoon Mr. Ilamby called me up 
and asked me to produce three of these different rulings, 
which are called at the present, I believe, or were at that 
time called ‘General Counsel’s Memorandum’. Your 
honor, I am sure, is aware of the character of those docu¬ 
ments. 1 was able to find but two of the three and told 

counsel that it would not be necessarv to serve mo with a 

* 

subpcenac in order to have them here, and they are here. 
I do object, however, very strenuously to their being re¬ 
ceived in evidence by the Board. 

The two which I have here are recommendations of the 
General Counsel transmitted to the Commissioner of In¬ 
ternal Revenue relative to the administrative attitude 
which the Bureau should take about these building and 
loan associations during the period in which they 

101 are in force. 

It is a fact, provided we get to the point of these 
being introduced, that they were subsequently revoked; 
that we consider of no moment, and it is as immaterial as 


I 
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the memoranda themselves. It is inter-depajrtmental mat¬ 
ter entirely, and tlies^ are confidential documents. I can’t 
see how in anv sense thev are admissible.* 

I understood counsel for petitioner to refeir only to one, 
which as I understand from him, refers to the petitioner 
in this case. There was another which he asked me to pro¬ 
duce, referring to some other Act there dntirclv, as I 
take it- 

“Mr. Hamby: It was just the one that is involved in 
this petition. 

“Mr. Clark: Then I will ask that the rest that I have 
said about that be stricken from the record. 

The one which is stated to be relevant to tliis petitioner 
refers also to a number of other building and loan associa¬ 
tions: I think there are some fiftv-nine. 

“Mr. Hamby: Fifty-nine in California alone. 

“Mr. Clark: And there again, it seems to be it would 
be a violation of the law for this to be presented to the 
Board. 

“The Member: Well, if 1 understand the nature of that 
document, from what has been said, it is aii opinion ex¬ 
pressed by a member of the General Counsel’s office, which 
of course, carried with it the weight and authority of the 
General Counsel, as it bears the signature of the General 
Counsel? 

102 “Mr. Clark: Yes, it bears the signature of the 
General Counsel. 

“The Member: And advising the Commissioner as to 
how he should treat these institutions at that time. Now 
whether it has ever been canceled, superseded, or not, I 
can’t sav. I can’t see that it has anv relevnnev in this 

. • i • 

case, because you are calling upon the Board now to hold 
certain actions of the Commissioner as error! The Com¬ 
missioner does commit error, and if he commits an error 
in favor of the taxpayer, why in a contest tin? Board has 
often corrected that error. If he commits an error against 
the taxpayer and we find it, why we correct it|; we correct 
that error. 

It goes without saving that this verv content here is an 
evidence that the Commissioner made an error, and what 
he does is not binding on anybody—in a future adminis¬ 
trative proceeding. The counsel has designated him as 
the administrative agency of the government tef administer 
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this law, and in a few operations he has a given authority 
and weight—a given authority of law as to how it should 
be done, but when it comes to a question of law, as to what 
is dividend and what is interest, I don’t think the Commis¬ 
sioner has anv more authority to determine that than anv- 
body else. Of course he has got the initiative authority 
that lie can administer a certain way, and if the taxpayer 
doesn’t like it he can come before the Board or before the 
court, and say the commissioner erred there. I shall have 
to sustain the objection. 

103 “Mr. Hambv: I agree with everything your honor 
has said, but with the greatest deference, 1 don't 

think you ought to have gone quite so far. 

It is true as yOur honor has said, that the Commissioner 
commits error: sometimes he does and sometimes lie 
doesn't; but whether he has erred or whether he has not 
erred, it has been held by the Supreme Court that an ex¬ 
ecutive construction given to an Act bv those charged with 
its interpretation, should have good weight. 

“The Member: Oh, ves. 

“ Mr. Hambv: Now if that construction has been given bv 

ft V —' • 

the revenue department, those two things together create 
what is weight in the mind of the executive department, and 
I believe this Board itself as a court should consider that 
executive construction and the doubt thus created, and if it 
arrives at the conclusion that there was some doubt under 
the statute as to whether or not the Commissioner was right 
one time or the other, and it is not plain which one of his 
interpretations is correct, the general rule is that doubts 
should be resolved in favor of the taxpayer and applied to 
him. For that reason 1 thought the Board should have the 
rulings of the Commissioner, which he himself made, which 
involve any of the issues in this case. That is my only pur¬ 
pose in offering this; I have no other purpose than that. 
And your honor! must bear this in mind, that there are 
hundreds of thousands of people who have these certificates. 
You will readily see that if the Commissioner has 

104 treated them as dividends at one time, those holding 
these certificates were required to pay annually the 

sur-tax. If at another time he has held that they consti¬ 
tute interest, which that ruling shows, they were required to 
pay both the regular tax and the sur-tax. 
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The situation should be investigated, as a number of per- 
sons have, through the Commissioner’s inconsistent rulings, 
been deprived by the statute of limitations from having an 
opportunity to recover back money which they are entitled 
to, based on his decision. You have a right to consider that. 
Whether we can change it in the future is another thing, but 
I can call your honor’s attention to a case ill the Supreme 
Court, in which there was a concurring opinion, but sep¬ 
arately rendered by Justice Harlan, in which he says that 
‘I only agree with the majority opinion of the court because 
it is consistent with the executive construction given this 
tax.’ In other words, I don’t agree with| it. In other 
words, I don't think his executive construction is correct. 
But that is what was stated, and people have paid their 
taxes on that basis. 

Now I sav that I consider that this Board should take 

* # i 

into consideration the Commissioner’s differe it rulings. If 

he has had that difficulty in interpreting what is meant by 

these certificates, what of those citizens of the United States 

who are not as well qualified as he? I think they should 

have the consideration of the Board. I know the difficultv 

* 

of determining as to the action of tl|ie citizens in 
103 paying taxes upon these rulings made by the Com¬ 
missioner. Now these are facts, whatever may be the 
decision in this case. I am not saving that your honor 
should follow either one of those; 1 am not asking you to 
do that: I am merely saying that in my judgment they are 
relevant and competent for the consideration df this Board. 
If there is anything to the oft-repeated rule ofjthe Supreme 
Court that executive construction of the statutes should re¬ 
ceive great consideration, I don’t know how tjiat executive 
construction cannot be considered. I am offering it to the 
Board to consider the question and that is my |only purpose 
in making the offer here this morning; and this ruling is 
brought here and submitted by counsel the same as if it 
were brought here under a subpoenas duces tecum . 

“The Member: I understand that, Mr. Hamby. I think 
that 1 will sustain the objection and you can take your ex¬ 
ception and dictate into the record what you exjiect to prove 
by it in your bill of exceptions. 

“Mr. Hambv: Now I should like the record!to show- 

“Mr. Clark: Just a moment. I have not delivered to you 
that paper. 


76 


FIDELITY SAVINGS & LOAN ASSOCIATION VS. 


“Mr. Hamby: It is bore in court by authority of a sub¬ 
poenas duces tecum. I see no good reason why I should not 
see it, and I am going to ask to see it. 

“The Member: Well, vou know about what it is. 

“Mr. Hamby: Yes, I know what it is. I have got a copy, 
but 1 can't prove it. 

“Mr. Clark: I object for my own protection. 

106 “The Member: I don't think it is necessary to have 

that. You can dictate from vour memorandum what 

* 

you expect to prove by that document. 

“Mr. Hambv: I ask that this document be considered as 
* 

offered in evidence. It is offered and rejected. May I take 
an exception now ? 

“The Member: Yes, exception may be noted. 

“Mr. Hamby: If it is not copied into the record, how is 
the Court of Appeals going to pass on the question? 

“The Member: Well, I am offering you the right now to 
dictate into the record what you expect to prove by that 
document. That! doesn’t put it in evidence, but in your bill 
of exceptions it may be of use to you. 

“Mr. Hamby: Yes. Well, by this evidence I expect to 
prove that in the latter part of 1928 this ruling was made 
and that the Commissioner of Internal Revenue approved 
the memorandum and ruling, or whatever you may call it, 
in respect of fifty-nine other California associations, in the 
memorandum styled “California Building & Loan Associa- 
tion—Guarantee jMutual Association”; that amounts paid 
by this association on un-rctired shares of installment, pre¬ 
paid, paid-up stock, as interest or compensation for the use 
of funds represented thereby, and not as dividends. 

May I understand, your honor, that all rulings produced 
here will go into the record? 

“The Member: Yes, and your offer of it, my ruling ex¬ 
cluding it and your exception to the ruling; and you 

1( have now dictated into the record the facts vou ex- 

* 

pected to prove by that document, which you can 
avail yourself of on appeal in a bill of exceptions, and assign 
error on this Board in excluding it. 

“Mr. Clark: I find myself in a bit of quandary in regard to 
procedure, your honor, which I do not wish to intimate that 
you instruct me regarding; but had this been admitted in 
evidence I should have submitted a document of later date 
and of similar character, which would show that the Gen- 
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oral Counsel’s memorandum which counsel [for petitioner 
has sought to be introduced and which has been excluded, 
was subsequently revoked. Since that has been excluded, 
of course I am making no offer of this subsequent memo¬ 
randum, but it does seem to me that I should [be in position, 
provided the Circuit Court of Appeals should find error in 
your honor’s ruling and that the document offered should 
have been received in evidence, that I should be in posi¬ 
tion to proffer the later revoking memorandum. 

“The Member: Well, if the Circuit Couift of Appeals 
should reverse this Board on that issue, it ivould be sent 
back with instructions to receive this document in evidence 
and give it due consideration. The Circuit pourt of Ap¬ 
peals, if it thinks it is important enough to reverse this 
Board on that ground, will not consider the |bill of excep¬ 
tions as proven; they will only consider it as4 true for the 
purpose of receiving and remanding the case.’!’ 

108 Further to maintain the issue upon i|ts part, peti¬ 
tioner produced as a witness in its behalf Clarence H. 
Lee, who testified as follows: That he resides in Los Angeles, 
California, and was secretary of petitioner during the years 
1921 to 1926 and has been such secretary for the past twelve 
or fifteen years, prior to which he was assistant secretary 
of your petitioner; that he is familiar with the 1 kind of cer¬ 
tificate of pass-book shares that was issued li>y petitioner 
from 1921 to 1925 inclusive and was usually jtlie one who 
issued those books and identified petitioner’s exhibit #5B 
as being one of the classes of shares, payments upon which 
were included by the respondent in each of lijis deficiency 
letters herein as dividends on pass-book shares^ 

The witness then identified a letter dated Augjust 18,1927, 
marked exhibit #10 for identification, whereupon in re¬ 
spect thereof the following occurred: 

“Mr. Hamby: 

Q. I will ask you if you will tell me what that (document is 
(showing document to witness). A. It is a letter addressed 
to me at my residence in Claremont, California, from the 
ofiice of the Internal Revenue Collector in Los Angeles, re¬ 
ceived by me. 

Q. I will ask you to look at page 1 of this dot-ument and 
tell me what the tabulation giving the amount ttaere repre- 
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sents. A. It represents the amount for which I had re¬ 
ceived refunds for the years 1921, 1922, 1923 and 1924. 

Q. On what? A. On the income tax payments. 

109 Mr. Clark: If your honor please, it does not at the 
present time appear how this is relevant. If it is 
shown to be relevant and competent testimony, I of course, 
shan’t have any objections to its going in. 

The Member: Well, he is just identifying it now; it is not 
going in for any purpose so far. 

Mr. Clark: No, I appreciate that the document itself is not 
going in, but at the present time I—well I won’t have any¬ 
thing further to say; I merely want to reserve my right to 
move to strike it if it appears to be incompetent. 


Mr. Hambv: 


Q. At the time you received this document, were you the 
holder of anv class of certificate issued bv the association? 

w •> 

A. I was. 

Q. Does this relate to any amount received by you upon 
any class of pass-book certificate? A. Yes. 

Q. What class? A. Why, I had various classes of certifi¬ 
cates at that time, some of which were of the form as intro¬ 
duced in evidence this morning, and in making up my own 
return I had made it consistently with our practice in the 
association with which I was connected. 

Q. Well, just a moment before you go any further on that. 

What classes of certificates did vou own to which this re- 

* 

kited? A. I think at that time I had some installment 
certificates; I also had some paid-up certificates and pass¬ 
book certificates. 

Q. And vou had received amounts on all of those? A. 
Yes. 

Q. Which were the subject of these refunds? A. Yes. 


110 Mr. Hamby: If your honor please, I offer this in 
evidence as petitioner’s Exhibit 10. 

Mr. Clark: Well, I object to the introduction of this, 
your honor. In the first place, I am not familiar with the 
signature of the collector out in Los Angeles. The first 
sheet of this is Ion Treasury Department letterhead, Los 
Angeles, California. It evidentlv relates to some deter- 
mination of the collector relative to tax liability of the wit¬ 
ness as an individual. 
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Mr. Hamby: Upon instructions from the Commissioner. 

Mr. Clark: Well, I don’t know anything about instruc¬ 
tions from tlie Commissioner. It is not sufficiently identi¬ 
fied, your honor, to be admissible, in the first place. 

The Member: Well, doesn’t that go the the same ques¬ 
tion that the other one did? j 

Mr. Hamby: Well, I propose to show by thisj your honor, 
that the Treasury Department not only issubd a ruling, 
but they notified this holder of the certificate! involved in 
this case that the amount paid to him thereon constituted 
interest and not dividends, and that lie shouyl return to 
the government money which had been refill ded to him 
previously. 

The Member: Well, would vou sav if tliev sent him out 
a defieienev notice that thev had wrongfullv refunded it? 
Thev are doing that. 

Mr. Tlambv: Thev can’t do that now; the] statute of 
limitations has run. 

The Member: I am not asking about the statlute of limi¬ 
tations, but what about that item? 

Mr. Ilainbv: Yes, I offer this in evidence to show what 
has been the executive action with respect to the interpre¬ 
tation of the statute as applied to the certificate issued by 
this identical association. Does your honor \fant to see 
the letter? 

The Member: Xo, I can tell exactly what it is and I 
think it goes exactly to some,—the same rule tl at there is 
here. You will have to note an exception. j 

Mr. Hamby: I offer it for the purposes set forth in the 
statement. 

Ill The Member: You may have an exception. You 
can dictate what you expect to prove, but of course 
what you dictate is not evidence, but it will give'the upper 
court an opportunity to pass upon it. 

Mr. Clark: T thought perhaps, your honor, T plight state 
my objection more clearly. I object to the introduction of 
this document first, because there is not proper identifica¬ 
tion of the signature of the collector of Internal Revenue 
at Los Angeles by whom it is purported to be signed; fur¬ 
ther, because it is incompetent, irrelevant and immaterial 
in this case, and further, that it is action taken, so far as 
stated, on the part of the collector and is offered to show 
the attitude which the department had adopted relative to 
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these matters prior to the final determination as evidenced 

bv the 60-dav letter in anv of these cases. 

• » » 

The Member: iThe objection is sustained and exception 

noted. Now vou can dictate into the record what vou ex- 

» • 

pect to prove.” 


Whereupon the witness testified as follows: 


“Q. Mr. Lee, do you know what rate of dividends was 
paid by the petitioner here upon the installment stock? 
A. Yes. 



The form covered by exhibit 


6, during the Years 19*21 


to 1926? A. Yes. 

Q. What were the rates? A. I will have to refresh my 
memorv from the exhibit. The installment charge for the 
years 1921 to 1925, inclusive, was twelve per cent and for 
the year 1926, sixteen per cent.” 


The witness further testified that upon its permanent 
stock (Exhibit =7) issued during and subsequent to the 
year 1924 petitioner paid at the rate of 12% for the 
112 years 1924 and 1925 and at the rate of 16% for the 
year 1926; that the said dividends upon the perma¬ 
nent stock and the installment stock were paid upon a reso¬ 
lution of the Board of Directors of the petitioner declaring 
such dividends in each instance. 

The witness further testified that the amounts paid by 
petitioner on its full-paid certificates (Exhibits #2A and 
#2B) were at no time the subject of a resolution of the 
Board of Directors of petitioner declaring such payments 
as dividends; and that likewise the amounts paid by peti¬ 
tioner on its certificates of subscription to permanent stock 
(Exhibit ir4) were not made pursuant to any dividend de¬ 
clared by petitioner’s Board of Directors; and that in re¬ 
spect of the certificates of pass-book shares or investment 
certificates (Exhibits #5A and #5B) the Board of Direc¬ 
tors of petitioner never declared dividends on either of 
those forms of certificates. 

The witness further testified that on its installment stock 
petitioner declared dividends annually and on its perma¬ 
nent stock annual dividends were declared by payable 
quarterly; that when the Board of Directors declared the 
dividends upon'the permanent and the installment stock it 
was his duty, as secretary to submit to the Board of Di- 
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rectors of petitioner a statement showing the net profits 
of the association at the end of the year. 

The witness further testified that in respect of the 
amounts paid on savings pass-book shares (Exhibit- #oA 
and #5B), certificates for subscription to perma- 

113 nent stock (Exhibit #4), and on certificates of full- 
paid shares (Exhibits #2A and #2B)[, he, as secre¬ 
tary, supervised preparation of the figures indicating the 
total amounts to be paid; that in regard to jthe pass-book 
certificates it was necessary to compute the amount based 
on the minimum monthly balance; that on the! full-paid cer¬ 
tificates payments were made in accordance with the cou¬ 
pons attached thereto when they fell due, and similarly 
in regard to the subscription certificates, some of which 
were paid in installments and in those instances it was 
necessary to compute the amount. 

The witness further testified that before making payment 
of amounts due on the pass-book shares, the I full-paid cer¬ 
tificates and the subscription certificates, he first looked to 
see if they were required to be paid and whether there 
were enough cash on hand with which to pay them and if 
there were not enough cash the money was borrowed from 
the bank; that at no time during the historv of this assoeia- 
tion while he was connected with it did he over look anv 
further in making payments on the pass-book certificates, 
full-paid certificates and subscription certificates than to see 
if and when tliev were due and whether there were suffi- 
cient cash on hand to meet the payments; that he never 
received anv instruction from the Board of Directors or 
any other officers nor was there any resolution of the Board 
of Directors requiring him to prepare a statement or ascer¬ 
tain the amount of profits of the association in order 

114 to determine whether there was a suffjcient amount 
thereof to meet the payments due on t|he said pass¬ 
book, full-paid and subscription certificates; but that when 
he prepared his statement for the use of tjhe Board of 
Directors prior to their declaration of dividends upon the 
permanent and installment stock the statement showed the 
difference between the gross amount of incomp earned dur¬ 
ing the period covered and all overhead expenses of the as¬ 
sociation, such as salaries of officers, rents, tdxes, amounts 
paid on pass-book certificates (Exhibits #2A, j#2B, 4, #5A 

G—5719a 


82 


FIDELITY SAVINGS & LOAN ASSOCIATION VS. 


and #5B) and the reserve fund and then he certified the bal¬ 
ance as tlie amount out of which dividends on the perma¬ 
nent and installment stock were to be declared; that at no 
time did the dividends on tlie permanent and installment 
stock ever exceed the profits of the association during the 
period covered by such payments. 

The witness further testified that the coupons attached 
to the full-paid certificates (Exhibits ir2A and #2B) were 
sometimes presented for payment by the holder of the cer¬ 
tificate and verv often through a bank or bv bearer; that 
when all the coupons on one of the full-paid certificates had 
been presented the principal was returned to the holder and 
the certificate was cancelled; that in respect of the pass¬ 
book certificates (Exhibits if5A and #5B) the holders 
thereof withdrew whenever they desired the amount shown 
as deposit in the books, either a part or all of it, and the 
holders thereof could deposit at any time any amount not 
less than a dollar; that the places marked in the said pass¬ 
books showing dates of deposits, withdrawals and 
115 balances indicate the amounts which were on said 
dates deposited or withdrawn and the balance to the 
credit of that particular account. 

The witness further testified that petitioner issued its 
permanent stock beginning May 1, 1924, at which time all 
of the subscription certificates were taken up and cancelled. 

The witness further testified that petitioner has always 
regarded amounts paid upon pass-book certificates, full- 
paid certificates, iand certificates of subscription to perma¬ 
nent stock as interest and all amounts thereof were debited 


as interest; that he never heard of any of the holders of the 
said pass-book, full-paid or subscription certificates regard¬ 
ing the amounts!paid thereon as dividends; that he per- 

sonallv alwavs treated them as interest and made his in- 
* •> 

come tax returns accordingly and that he does not recall 
anv claim ever having been made bv anv of the holders of 
pass-book, full-paid or subscription certificates that the 
amounts paid to them on such certificates were dividends or 
that they claimed or were entitled to, in addition to the pay¬ 
ments so made to them by petitioner, a share in the profits 
of the association but that they always accepted the 
amounts paid by petitioner as the amounts due them upon 
such certificates. Whereupon, the witness further testified 
as follows: 
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4 ‘Mr. Hamby: 

Q. Mr. Lee, I notice that in the exhibits 5-A and 5-B, 
being pass-book shares, one of which, No. 5|B, was issued 
in December 1925, and subsequently; and the!other prior to 
that time, that there is a difference in the wording of the 
pass-books. In the former, the certificate referred 
116 to the holder as a member, using the \ford ‘ member’ 
and not ‘stockholder’, and the latter rfiade no refer¬ 
ence to the holder as being a member or stockholder or any¬ 
thing. Will you tell us why there was any change made in 
the wording of these particular certificates? 

Mr. Clark: If he knows. 

Mr. Hambv: 

Q. Do you know? A. Yes. 

Q. Why was it? A. While our practice was the same, we 
deemed that they would correspond more nearly to the rul¬ 
ing of the Commissioner of Internal Revenue. 

Q. Do I understand that you mean that because the Com¬ 
missioner of Internal Revenue had interpreted the language 
in the former book as making the amounts paid thereon, 
dividends, you changed the language to conform to his 
ruling? I 

Mr. Clark: Just a moment; I object to that prior ques¬ 
tion. It appeared they attempted to comply! with the re- 
(juirements of the Commissioner, and anvthing further than 
that has been included in the earlier argument this morning 
—that is, what the different actions of the Commissioner of 
Internal Revenue mav have been. 

Mr. Hamby: I am not trying to get at that at all; I don’t 
care anvthing about that. 

The Member: Well, he has testified that they made the 
change in order to conform, as they construed it, to the 
action of the Commissioner. Now then, you have asked him 
practically, what that action of the Commissioner was. 

Mr. Hamby: Well, I will change the form| of this last 
question: 

Q. At the time you made this change had the association 

not received a deficiencv letter from the Commissioner of 

* 

Internal Revenue? A. I think so.” I 
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117 The witness further testified that there was no 
special reason for the change in petitioner’s by-laws. 

The witness further testified that the discontinuance of 
pass-books on the form of Exhibit it5A and the adoption of 
the form shown on Exhibit ir5B were concurrent and that 

i 4 

prior to December 1925 no pass-books on the form of Ex¬ 
hibit #5R were issued and subsequent to that date no pass¬ 
books on the form of Exhibit if 5 A were issued. 

L. L. HAMBY, 

Attorney for Petitioner. 
(S.) C. M. CHAREST, 

General Counsel, 

Bureau of Internal Revenue, 
i Attorney for Respondent. 

Approved and settled this 25th dav of Mav, 1932. 

(S.) ‘ W. D. LOVE, 

Member U . S. Board of Tax Appeals. 

118 U. S. Board of Tax Appeals. 

Docket 14862 et al. 

Petitioner’s Exhibit 1. 

Admitted in Evidence May 20, 1929. 

Xo. 11777. 

Frank 0. Jordan, Secretary of State. Frank H. Cory, 

Deputy. 


State of California, 

Department of State: 

I, Frank C. Jordan, Secretary of State of the State of 
California, do hereby certify that I have carefully com¬ 
pared the annexed copy of Amended Articles of Incorpora¬ 
tion of the Fidelitv Savings and Loan Association with the 
certified copy of i the original now on tile in my office, and 
that the same is a correct transcript therefrom, and of the 
whole thereof. Also, that this authentication is in due 
form and by the proper officer. 


DAVID BURNET, COMMR. OF INT. REV. 


Witness my hand and the Great Seal of St^te, at office, in 
Sacramento, California, the 23rd day of December, A. D., 
1913. 

[great seal.] FRANK C. JORDAN, 

Secretary of State . 
By FRANK H. CQRY, 

i Deputy. 

119 Amended Articles of Incorporation of the Fidelity 

Savings and Loan Association. 

j 

Know all men by these presents: 

That we, the undersigned, a majority of whom are citi 

zens and residents of the state of California, have this da\ 

voluntarily associated ourselves together for the purpose 

of forming a corporation under the laws of the state of 

California and we herebv certifv: 

* * 

First. That the name of said corporation shall be the 
Fidelitv Savings and Loan Association. 

Second. That the purposes for which it is formed are to 
transact the general business of a mutual savings and loan 
association, also to receive money and accumulate funds to 
be loaned and to loan the same to their shareholders, stock¬ 
holders and others; to permit shareholders ancjl investors to 
withdraw part or all of their payments, investments or 
stock deposits, and to prescribe the terms and conditions of 
such withdrawal; to cancel shares of stock the payments on 
which have been withdrawn; to receive deposits of money 
and to execute certificates therefor, to borrow money for 
the purpose of making loans and of paying withdrawals at 
maturitv; it is formed to encourage industrv, frugalitv, 
home building and savings among shareholders and mem¬ 
bers; the accumulation of savings; the loaning to its share¬ 
holders, members and others of the moneys so accumulated, 
with the profits and earnings thereon and the repayment to 
each of his savings and profits whenever the}' have ac¬ 
cumulated to the full par value of shares, or at any time 
when he shall desire the same, as may be provided in the 
bv-laws, and to do all other acts authorized by law and more 
particularly by Title XVI of Part IV, p. 105, l])ivision I of 
Civil Code of the State of California. j 

120 Third. That the place where the principal busi¬ 
ness of said corporation is to be transacted is the 
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city of Los Angeles, county of Los Angeles, and state of 
California. 

Fourth. That the term for which said corporation is to 
exist is fifty years from and after the date of its incorpora¬ 
tion. 

Fifth. That the number of directors of said corporation 
shall be nine, in accordance with the proceedings for in¬ 
creasing the number of said directors heretofore. Such 
directors shall be elected annually, and the directors who 
are now in office and who shall hold their office until the 
election and qualification of their successors are as follows: 

Naim's. Residing at 

C. C. Boynton . . 

L. C. Brand. 

G. H. Wadleigh .. 

I. L. Hibbard .. 

D. K. Edwards . 

A. J. Waters ... 

Niles Pease .... 

J. M. Hunter . . . 

L. J. Christopher 

Sixth. That the amount of the capital stock of said cor¬ 
poration is twenty-five million (25,000,000) dollars, and the 
number of share$ into which it is divided are two hundred 
and fifty thousand of the par value of one hundred dollars 
each. 

Seventh. That the amount of said capital stock which has 
been actually subscribed is fifty thousand dollars, and the 
following are the names of the persons by whom the same 
has been subscribed, to-wit: 


121 

No. of 


Names of subscribers. 

shares. 

Amount. 

George Mason. 

.... 100 

SI0000 

Hervev Lindlev. 

.... 100 

10000 

James C. Kays. 

.... 100 

10000 

G. E. Wells. 

.... 100 

10000 

Dean Mason. 

.... 100 

10000 


Los 

Angeles, 

Cal 

i 6 

i L 

i i 

i i 

l i 

i i 

i i 

i i 

l L 

i i 

l i 

i L 

t i 

i i 

i i 

i i 

i t 

i i 

i i 

i i 

i l 

i i 

i t 

i < 
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In witness whereof, we have hereunto set pur hands and 
als this 23rd day of January, A. D. 1891. | 

Signed and sealed in the presence of 

GEORGE MASON.| [seal.] 

HERVEY LINDLflY. [seal.] 

JAMES 0. KAYS, j [seal.] 

G. E. WELLS. [seal.] 

DEAN MASON. I [seal.] 

I L J 


State of California, 

County of Los Angeles, ss: 

On this 23d dav of January, in the vear of our Lord one 
thousand eight hundred and ninety-one, before me, Charles 
Udell, a notary public in and for the said county of Los An¬ 
geles, state of California, residing therein, duly commis¬ 
sioned and sworn, personally appeared Gporge Mason, 
Ilervev Lindlev, James C. Havs, G. E. Wells, and Dean 

. . . .7 | 

Mason, known to me to be the persons whose names are sub¬ 
scribed to the within instrument and they severally acknowl¬ 
edged to me that thcv executed the same. 

In witness whereof I have hereunto affixed my signature, 
with the name of mv office, and mv official seal, the dav and 
vear last above written, at mv office in the city of Los An- 
geles, county and state aforesaid. | 


[Notarial Seal of Charles Udell.] 

CHARLES UDELL 

Notary Public in and for the County 

of Los Angeles, State of California. 

122 State of California, 

County of Los Angeles, ss: 

I, T. II. Ward, county clerk of the county of Los Angeles, 
state of California, herebv certify the within to lie a full, 
true and correct copy of Articles of Incorporation of 
Fidelity Savings and Loan Association as reijnains on tile 
in this office. j 

In witness whereof, I have hereunto set nly hand and 
affixed mv official seal this 24th dav of January, A. D. 1891. 
[seal.] T. H. WARD^i 

Clerk, 

By C. A. HAMILTON, 

Deputy Clerk. 


88 


FIDELITY SAVINGS & LOAN ASSOCIATION VS. 


State of California, 

Department of State: 

I, G. E. Waite, Secretary of State of the State of Califor¬ 
nia, do hereby certify that I have carefully compared the 
annexed copy of articles of incorporation of the “Fidelity 
Savings and Loan Association”, with the certified copy of 
the original now on file in my office, and that the same is a 
correct transcript ! therefrom and of the whole thereof. 
Also, that this authentication is in due form and by the 
proper officer. 

Witness my hand and the Great Seal of State, at the office 
in Sacramento, California, the 26th day of January, A. D. 
1891. 

[The Great Seal of the State of California.] 

E. G. WAITE, 

Secretary of State, 
By GEO. B. COSBY, 

Deputy. 

State of California, 

County of Los Angeles, ss: 


Know all men by these presents that we C. C. Boynton, 
President, and G. II. Wadlcigli, Secretary of the Fidelity 
Savings & Loan Association, a corporation organized and 
existing under the laws of the state of California, 
123 with its principal place of business in the city of Los 
Angeles, in the county of Los Angeles, do hereby 
certify that the foregoing is a full, true and correct copy of 
the amended articles of incorporation of the Fidelity Sav¬ 
ings & Loan Association; that the same were amended in 


the following manner, to-wit; That a regular meeting of the 
board of directors of said corporation was held on the 27th 
day of May, 1913, at the office of the company in the city of 
Los Angeles, and that there were present all of the said 
board of directors; that among other things the following 
resolution was adopted by unanimous vote of all of the said 
directors, to-wit: 


Resolved by the Board of Directors of Fidelity Savings 
& Loan Association that Sections second and fifth of the 


Articles of Incorporation of this corporation shall be, and 
the same are hereby amended so that the same shall read 
as follows: 
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Second. That the purposes for which it is farmed are to 
transact the general business of a mutual savings and loan 
association, also to receive money and accumulate funds to 
be loaned and to loan the same to their shareholders, stock¬ 
holders and others; to permit shareholders ai(id investors 
to withdraw part or all of their payments, investments or 
stock deposits, and to prescribe the terms and conditions of 
such withdrawal; to cancel shares of stock the payments on 
which have been withdrawn; to receive deposits of money 
and to execute certificates therefor, to borrow money for 
the purpose of making loans and of paying withdrawals at 
maturity; it is formed to encourage industry, frugality, 
home building and savings among shareholder^ and mem¬ 
bers; the accumulation of savings; the loaning to its share¬ 
holders, members and others of the moneys so accumulated, 
with the profits and earnings thereon and the repay- 
124 ment to each of his savings and profits whenever they 
have accumulated to the full par value of (the shares, 
or at any time when he shall desire the same olr when the 
corporation shall desire to re-pay the same, as njiay be pro¬ 
vided in the by-laws, and to do all other acts authorized by 
law and more particularly by Title XYI of Part IV, Divis¬ 
ion I of Civil Code of the state of California. | 

Fifth. That the number of directors of said corporation 
shall be nine, in accordance with the proceedings for in¬ 
creasing the number of said directors heretofore. Such 
directors shall be elected annually, and the directors who 
are now in office and who shall hold their office until the 
election and qualification of their successors are follows: 


Names. 


Ko,si<linjr at 


C. C. Boynton.. Los Angeles, Cal. 

L. C. Brand.. 44 j 44 4 4 

G. H. Wadleigh.. .. 44 | 44 

I. L. Hibbard. 44 j 4 4 4 4 

D. K. Edwards. 4 4 4 4 4 4 

A. J. Waters. 44 r 44 

Niles Pease . 44 u 44 

J. M. Hunter. 44 j 4 44 

L. J. Christopher. 44 ! 4 44 

That thereafter a regular adjourned meeting of the stock¬ 
holders of said corporation was held on the 28th day of May, 












90 


FIDELITY SAVINGS & LOAN ASSOCIATION VS. 


1913, at the office of the company, in the city of Los Angeles, 
after due and legal notice thereof had been given, at which 
more than two-thirds of all the stockholders were present 
either in person or by proxy, duly represented and repre¬ 
senting more than two-thirds of the subscribed capital stock 
of said corporation; that thereupon among other things 
done at said meeting the following resolution was passed: 

125 Resolved by the stockholders of Fidelity Savings 
& Loan Association in regular adjourned meeting 
assembled, there being present in person or represented by 
proxy more than two-thirds of said stockholders, that the 
following amendment of Sections second and fifth of the 
Articles of Incorporation as adopted by the Board of Di¬ 
rectors at its meeting May 27, 1913, be and the same are 
hereby assented to, ratified and adopted, to-wit: 

Resolved by the board of directors of Fidelity Savings & 
Loan Association that Sections second and fifth of the Arti¬ 
cles of Incorporation of this Corporation shall be, and the 
same are hereby amended so that the same shall read as fol¬ 
lows : 

Second. That the purposes for which it is formed are to 
transact the general business of a mutual savings and loan 
association, also to receive money and accumulate funds to 
be loaned and t6 loan the same to their shareholders, stock¬ 
holders and others; to permit shareholders and investors 
to withdraw part or all of their payments, investments or 
stock deposits, and to prescribe the terms and conditions of 
such withdrawal; to cancel shares of stock the payments on 
which have been withdrawn; to receive deposits of money 
and to execute certificates therefor, to borrow money for 
the purpose of making loans and of paying withdrawals at 
maturity; it is formed to encourage industry, frugality, 
home building and savings among shareholders and mem¬ 
bers; the accumulation of savings; the loaning to its share¬ 
holders members and others of the moneys so accumulated, 
with the profits and earnings thereon and the repayment to 
each of his savings and profits whenever they have accumu¬ 
lated to the full par value of the shares, or at any time when 
he shall desire the same or when the corporation shall desire 
to re-pay the same, as may be provided in the by-laws, and 
to do all other acts authorized by law and more particularly 
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by Title XVI of Part IV, Division I of (pivil Code of 

126 the state of California. I 

Fifth. That the number of directors of said cor¬ 
poration shall be nine, in accordance with the]proceedings 
for increasing the number of said directors! heretofore. 
Such directors shall be elected annually, and the directors 
who are now in office and who shall hold their office until 
the election and qualification of their successors are as 
follows: | 

Names. jUesidin^ at 

C. C. Boynton.. . Los Angeles, Cal. 

L. C. Brand. 

G. H. Wadleigh.. 

I. L. Hibbard.... 

D. K. Edwards.. 

A. J. Waters.... 

Niles Pease . 

J. M. Hunter.... 

L. J. Christopher 

We do further certify that the assent of mortj} than two- 
thirds of the stockholders of said company has! been duly 
given to the amendment to the said Articles of Incorpora¬ 
tion. ! 

In witness whereof we have hereunto set our (hands and 
caused the seal of said corporation to be affixed this 25th 
day of August, 1913. 

C. C. BOYNTON, Prrst. 

G. II. WADLETGJI, Sea/. 

State of California, 

County of Los Angeles , ss: 

On this 25th day of August, in the year 1913, before me, 
Mary S. Luther, a Notary Public in and for the sjiid county 
of Los Angeles, State of California, residing therein, duly 
commissioned and sworn, personally appe<[ired C. C. 

127 Bovnton, known to me to be the President, land G. H. 
Wadleigh, known to me to be the Secretary of the 

Fidelity Savings & Loan Association, and acknowledged to 
me that they executed the same. 
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Iii witness whereof I have hereunto set my hand and 
affixed my official seal the day and year in this certificate 
first above written. 

[seal.] MARY S. LUTHER, 

Notary Public in and for 

Said County and State. 

128 No. 1307 (Corp.). 

State of California, 

County of Los Angeles, ss: 

I, L. E. Lampton, County Clerk and Clerk of the Su¬ 
perior Court, do hereby certify the foregoing to be a full, 
true and correct copy of the Amended Articles of Incorpo¬ 
ration of Fidelity Savings and Loan Association (as cer¬ 
tified bv the SeCretarv of State of the State of California) 
on file in my office, and that I have carefully compared the 
same with the certified copy. 

In witness whereof I have hereunto set mv hand and 

* 

affixed the seal of the Superior Court this 13th day of May, 
1930. 

I L. E. LAMPTON, 

County Clerk , 
By F. CHRISMAN, 

Deputy. 

129 No. 1307. 


State of California, 

County of Los Angeles, ss: 

I, H. J. Lelande, County Clerk and ex-officio Clerk of 
the Superior Court, do hereby certify the foregoing to be 
a full, true and correct copy of the original amended ar¬ 
ticles of incorporation of Fidelity Savings and Loan Asso¬ 
ciation on file in my office, and that I have carefully com¬ 
pared the same with the original. 

In witness whereof I have hereunto set my hand and 
affixed the seal of the Superior Court this 27 day of Aug. 
1913. 

[seal.] Ii. J. LELANDE, 

County Clerk, 
By C. C. CRIPPEN, 

Deputy Clerk. 

(To —Clerk—Certified Copy.) 
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Ko. 5719 

Fidelity Savings & Loan Association, 

Appellant, 


vs. 

David Burnet, Comnissioner of Internal 
Revenue 
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DAVID BURNET. COM MR. OF INT. REV. 

I 

130 [indorsed:] No. 1307, Dept. —. Superior Court 
of the State of California in and forjthe County of 

Los Angeles.-, Plaintiff, vs.-j—, Defendant. 

| 

131 [Endorsed:] No. 1307. Ex. #1. Department of 

State. Corporation Number 19930. j Amended ar¬ 
ticles of incorporation of the Fidelity Savings and Loan 
Association. (Endorsed.) (Endorsed:) Filed in the office 
of the Secretary of State of the State of California Aug. 
30, 1913. Frank C. Jordan, Secretary of Stlite, by Frank 
H. Cory, Deputy. Filed Aug. 27, 1*913. II J. Lelande, 
Clerk, by C. C. Crippen, Deputy. I 

(Here follows reproduction of side folios 1(32, 133, 134, 

135, 136, and 137.) I 

I 

138 U. S. Board of Tax Appeals, j 

i 

Docket 14862 et al. | 

Petitioner's Exhibit 3. 1 

Admitted in Evidence May 20, 1929j. 

j 

Application for Stock. \ 



i 

I hereby subscribe for — shares of the Permanent Capi¬ 
tal Stock of the Fidelity Savings and Loan Association. 

I understand that the shares here subscribed for have a 
par value of One Hundred Dollars, and that I am to pay 
a premium of Twenty-five Dollars a share. j 

I agree to pay for these shares in —. The conditions of 
the purchase, delivery, rate of interest, privileges and 
penalties are all set forth on the back of this contract, and 
are hereby agreed to by the purchaser and accepted by 
the Association, when it receives and retains the first in¬ 
stallment on account of such purchase. I 

No subscription will be taken for more than 100 shares. 

(Signed) -K 


Amount paid: $—. 


(Address: 
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FIDELITY SAYINGS & LOAN ASSOCIATION VS. 


139 Conditions of Purchase. 


1st. The amount of Permanent Stock authorized is ten 
thousand shares, par value One Hundred Dollars, offered 
at a premium of twenty-five per cent. 

All subscriptions for stock may be cancelled by the as¬ 
sociation and the amount paid on stock and premium, to¬ 
g-ether with interest at 6 c /( thereon, returned to the sub¬ 
scriber, provided: 


a. Less than five thousand shares shall have been sub¬ 
scribed within twelve months from May 1st, 1914; or 

b. Payments in the manner agreed upon fail to be made. 

2nd. Shares inay be paid for in the following ways: 

a. In ten equal annual payments of Twelve Dollars and 
fiftv cents for each share. 

b. In one hundred twenty regular equal monthly pay¬ 
ments of One Dollar and ten cents for each share. 

c. In a single payment of One Hundred Twenty-five Dol¬ 


lars for each share. 

3rd. As soon as the first payment has been made, the 
Certificate will be set aside on the books of the Association 
as sold to the purchaser, subject to the conditions of the 
application. 

Present members of the Association are given the first 
choice, in fair proportion to their holdings, and it is hoped 
the entire issue will be taken by them. 

Xo commission will be paid to agents, and the entire 
amount that i.4 paid as premium will be placed in the Re¬ 


serve. 

4th. Subscribers will be allowed interest on their pay¬ 
ments at six per cent per annum, payable semi-annually on 
January 1st and July 1st, until it becomes full participat¬ 
ing. 

5th. This stock is permanent and non-withdrawable. It 
will become full participating in 120 months from the date 
of this application. It will then share fully in losses, profits, 
surplus, profits from surplus or from any other source 
from which profits are derived. 


(Here follows reproduction of side folios 140, 141, 142, 143, 
144, 145,146,147,148,149, 150, 151,152,153, 154, 155,156, 
157, and 158.) 
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I, Clarence H. Lee, Secretary of fidelity 
Savings k Loan Association, do herein Certify 
that the attached printed copy of By-Laws of 
the Fidelity Savings k Loan Association imprinted 
January, 1913 on "the first page and containing 16 
pages of By-Laws, also 3 pages of Articles,.is a- 
full, true* and correct copy of the By-^aws in 
force from their imprinted date to Janda^y, 1926, 
except that in April 1913, Section 1 of Article 
IV of the By-Laws was amended to provide for nine 
directors instead of five*^ 



S-K 


May 12, 1930. 


No. 5719 

Fidelity Savings & Loan Association^ 

Appellant. 

vs. 

David Burnet, Corrmiissioner of Internal 
Revenue 
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MO. 5719 

Fidelity Savings & Loan Association, 

Appellant, 

vs . 

Davie aurnet, Commissioner of Internal 
Revenue 


»'t: 

S a . 

a . 

W * 
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® B, 2 'S 
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e §« § 


sm o z av 


A •# !».. «’■ i a.. * 


3 ' 

*n s § 
Si 5: 

t« 

b i 
o ^ 
«0 


I,Clarence H. Lee, Secretary of Fidelity 
Savings & Loan Association, do hereby certify 
that the attached printed copy of By-Laws of 
the Fidelity Savings & Loan Association imprinted 
January, 1926 on the first page and containing 
10 pages, is a full, true and correct copy of 
the By-Laws in force from January 28, 1926, ex¬ 
cept that on July 30, 1928, the number of direc¬ 
tors was changed to fifteen instead ofl nin^/ 




May 12, 1930 



















95 


DAVID BURNET, COMMR. OF INT. REVf 


159 


Exhibit #9. 


By-Laws oi‘ the Fidelity Savings and Loan Association. 

Article I. j 

I 

Name and Object. 

i 

Section 1. This Association shall be known as the 
Fidelity Savings and Loan Association, and it jis organized 
to provide a medium through which the savingsj of its stock¬ 
holders and others may be invested so as to yield the largest 

returns consistent with safety. j 

1 

Article II. j 

i 

Board of Directors. 


Section 1. The corporate powers shall be Rested in a 
Board of nine Directors who shall direct the| policies of 
the Association and exercise supervision over |the loaning 
Held and approve the terms and conditions of loans. 

They shall be elected for one vear or until their sue- 
cessors have been elected and qualified. 

They shall authorize and control the sale of Capital 
Stock, declare dividends, authorize and limit t|ie issue of 


Certificates of Investment, and fix the rate jof interest 
thereon. j 

They shall have authority to borrow money |for and in 
behalf of this Association and to secure the payment 


thereof in the usual manner by pledge and assignment of 
collateral owned by the Association. 

They shall approve the depository or depositories for the 
custody of the Association’s funds and they shall authorize 
the purchase or sale of bonds from time to time jby the As¬ 
sociation, for a surplus reserve, readily available when 
needed. 

They shall approve the disposition of real estate acquired 
through foreclosure. 

They shall fix the compensation of officers and approve 
the employment of necessary agents and employees. 

Section 2. The compensation of the Director^ shall be 
fixed bv the stockholders. 
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Article Ill- 
Officers. 

Section 1. The elective officers of the Association shall be 
a President, Vice-President or Vice-Presidents, Sec- 
160 rotary and Assistant Secretaries, Treasurer, and 
General Manager, who shall be elected by the Board 
of Directors, at the first meeting following their own elec¬ 
tion. An Executive Committee may also be elected. 

Article IV. 


Duties of Officers. 

Section 1. The President shall preside at all meetings. 
He shall sign certificates of stock and contracts which have 
been approved by the Board of Directors, and perform 
such other duties as properly devolve upon the President 
of a corporation. He shall, subject to the Board of 
Directors, appoint such committees as may be proper for 
the conduct of business. 

Section 2. The Vice-President shall perform the duties 
of the President in his absence or disabilitv. 

Section ,*>. The Secretary shall keep the minutes of the 
proceedings of the stockholders and of the Board of 
Directors, and attend to correspondence. He shall attest 
certificates of stock and contracts which have been approved 
by the Board of Directors and sign or endorse orders for 
the payment of money. He shall keep the accounts and all 
necessary books and papers of the Association. He shall 
not if v the Directors of meetings. He shall have charge of 
the corporate seal, and when required, shall render a report 
to the Directors, showing the condition of the Association. 
He shall furnish the Association a satisfactory* bond, in such 
amount as the Board of Directors mav reouire, for the 
faithful performance of his duties. 

Section 4. The Treasurer shall have the custodv of all 
money belonging to the Association and shall keep the same 
in depositories designated by the Board of Directors. He 
shall keep in books for that purpose, and as directed by the 
Board of Directors, a correct account of all money received 
and paid out, which shall at all times be subject to the call 
and inspection of the Board of Directors, and the stock- 
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holders, and he shall report in detail all transactions and 
show the state of the finances of the Association at each 
regular meeting of the Directors. The office lof Treasurer 
mav be united with that of Secretary. 

* v 

1G1 Section 5. The General Manager shall superintend 
and manage the affairs of the Association, subject to 
the direction and supervision of the Board of Directors. 

Section G. Executive Committee. The duties of this 

Committee shall be executive and advisory. 

* 

The members must be familiar with the financial affairs 
of the Corporation, with the loan field and conversant with 
the details of loaning. 

Its purpose is to facilitate the transaction! of business 
with safety. 

This Committee shall meet regularly and itsjproceedings 
l)e of record, and reported at the regular meetings of the 
Directors. 

Article V. 

i 

i 

Stock. j 

Section 1. An issue of ten thousand shares o|‘ permanent 
stock having a par value of One Hundred Dollars a share is 
authorized. 

Section 2. Other stock mav be issued when authorized, as 
provided by law. 

Article VI. j 

I 

Certificates of Investment. 

Section 1. Certificates of Investment are authorized hav¬ 
ing a par value of One Hundred Dollars each. Tlhey may be 
either fully paid, or installment Certificates oij which the 
par value shall be accumulated by regular or bK r irregular 
payments. 

Section 2. Fully paid Certificates of Investment. These 
must be fully paid at the time of issue and bejar interest 
payable semi-annually or quarterly. 

Section 3. Installment Certificates of Investment. Two 
forms are authorized: j 

(a) Certificates on which uniform monthly payments 
shall be made until matured, withdrawn or cancelled. In- 

7—5719a | 
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1crest- at an agreed rate shall be credited at least annually 
on the amount paid. At maturity all further payments and 
interest shall cease. 

(b) Certificates upon which payments may be made in 
such manner and in such amounts as their holder shall 
elect, and withdrawals made in like manner, until 
162 they have reached their matured value, or have been 
withdrawn and cancelled. Interest shall be credited 
at least annually, and no membership fee, fine, or forfeiture 
shall be chargeable. 

Section 4. Every Certificate of Investment shall specify 
the date of issue, the amount, how payable, the rate of 
interest and the Conditions of payment and withdraw-1. 

Article VII. 

Dividends. 

Section 1. At least annually, at the end of the fiscal year, 
after the payment of losses, a dividend shall be declared, 
payable out of the earnings, and the balance remaining shall 
be placed in the Surplus, or carried in Undivided Profits. 

Article VIII 

Meetings. 

Section 1. The annual meeting of the stockholders shall 
be held at the office of the Association on the last Thursday 
in Januarv of each vear. 

Special meetings of stockholders shall be held upon the 
call of the President or upon the written request of a ma¬ 
jority of the stockholders. Notice of meetings must be 
given by two weeks’ publication in a newspaper of general 
circulation, or as required by law. 

Elections must be by ballot. A majority represented in 
person or by proxy, shall constitute a quorum for the trans¬ 
action of business at any meeting of the stockholders. 
Proxies must be in writing and filed with the Secretarv at 
least ten days prior to the date of the meeting. 

Section 2. The regular meetings of the Board of Direct¬ 
ors shall be held at the office of the Association, and special 
meetings shall be held at the call of the President or Secre¬ 
tary on, at least, two days’ notice in writing addressed to 

each director at his last address filed with the Secretarv. 

* 


> 


c« 
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The day and hour of all regular meetings shall be fixed by 
the directors at the meeting following their election. 


Article IX. | 

I 

Amendments. j 

1 

Section 1. These by-laws may be repealed or amended or 
new by-laws adopted at any regular meeting of the stock¬ 
holders or at a special meeting of th|e stockholders 
163 called for the purpose, by a vote of two-thirds of 
the capital stock outstanding. I 


Article X. j 

Section 1. As to all features not especially covered by 
these by-laws, the provisions of Sections 633-648-A, inclu¬ 
sive', of Civil Code and Amendments thereto shall govern 
the transaction of business by this Corporation. 

i 

I 

164 U. S. Board of Tax Appeals, j 

I 

Docket 14862. I 

I 

i 

Petitioner’s Exhibit 10. j 

I 

Marked for Identification May 20, 19^9. 

Treasury Department, Internal Revenue Service, Los 

Angeles, Calif. j 

Office of the Collector, Sixth District of California. 

I 

In replying refer to IT:Ac. 

August 18,1927. 

Mr. Clarence H. Lee, j 

337 Harvard Avenue, | 

Claremont, California. j 

Sir : j 

Receipt is acknowledged of your letter of the 115th instant 

in response to my request of the 11th for reimbursement of 
erroneous refunds of income taxes for the yearj> 1921, 1922 
and 1924. 


I 
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I am giving below excerpt from letter from the Income 
Tax Unit of the Bureau to the Accounts and Collections Unit 
relative thereto: 

“Reference is made to the tax accounts of Clarence H. 
Lee for the years 1921, 1922, 1923 and 1924. 

* * * that refunds have been made to the above- 

named taxpayer for the years and in the amounts indicated 
below: 


Year. Amount. Schedule. 

1921 .. $8.87 IT :CR-1S384 

1922 .'. 13.08 IT:CR-18384 

1923 .'. 3.69 IT :CR-51437 

1924 . 1 . 1.08 IT :CR-18384 


“The above allowances were based on a previous deter¬ 
mination that income to individuals received from the Fi- 
delitv and Savings Loan Association constituted dividends 
instead of interest as originally reported. 

“Inasmuch as:it has been definitely established that in- 
come received by taxpayers from such a source constitutes 
interest on money loaned and is subject to both normal tax 
and surtax, it is apparent that the allowances in favor of 
Clarence H. Lee^ indicated above, are erroneous. 

“It is recommended that the collector at Los Angeles be 
instructed to procure from the taxpayer a certified check 
for $23.03, the amount of the erroneous refunds for the 
years 1921, 1922 and 1924. The check should be forwarded 
to the Bureau for deposit to the credit of the appropria¬ 
tion from which drawn. 

165 “It is noted that the Collector advises he is holding 
the check for $3.69 representing the allowance for the 
year 1923, Schedule ITrCR-51437, pending a decision in the 
matter. It is therefore recommended that the Collector 
be further instructed to return the check so held to the 
Bureau in order that it may be deposited as a repayment to 
the appropriation from which drawn.” 

Under date of July 27th, 1927, the Commissioner issued in¬ 
structions to tIlls office to procure the reimbursement of 
$23.03, the amount of the erroneous refund and an excerpt 
from the Commissioner’s letter is being given: 
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“The Income Tax Unit states that it haj> been definitely 
established that income received by taxpayers from sources 
such as the Fidelity and Savings Loan Association con¬ 
stituted interest on money loaned and is subject to both 
normal tax and surtax. It is apparent that the allowances 
in favor of Clarence II. Lee are erroneous] It, therefore, 
will be necessary for you to procure from the taxpayer a 
check in the amount of $23.03, the amount of the erroneous 
refunds for the years 1921, 1922 and 192^, and forward 
same to this office to be deposited as a repayment to the ap¬ 
propriation from which drawn. 

“The check held by you in the amount of ^3.09 should be 
returned to this office to be deposited as a repayment to the 
appropriation from which drawn.” j 

l 

In view of the foregoing, the refunds were erroneously 
made and you are requested to reimburse th|e Government 
in the amount called for without further delavL 
Respectfully, I 

GALEN H. wjELCH, 

I Collector, 

Bv E. M. COHEE 
E. M. COHEE] 

Chief Office Deputy. 

I MW/MG. 

GW. 

16(5 Exhibit 11 for Identification. 

Copy. 

GC:I:I:GR: A-225376. 

i 

In re California Building and Loan Associations 
(Guarantee-Mutual Associations).! 

I 

Mr. Commissioner: 

Reference is made to the case of fifty-ninje guarantee 
mutual building and loan associations of the State of Cali¬ 
fornia, a list of which associations is hereto attached. 

By Title XVI of the Civil Code of California, enacted 
March 21, 1872, mutual building and loan associations were 
recognized and sanctioned. In 1907 the old Title XVI was 


102 


FIDELITY SAVINGS & LOAN ASSOCIATION VS. 


repealed and a new Title XVI was enacted which provided 
not only for mutual associations, but also for an addi¬ 
tional class of associations known as guarantee stock as¬ 
sociations. By subsequent amendments the provisions of 
Title XVI were changed further to define and control guar¬ 
antee stock associations. 


As a result of these developments in the legislation of 
California, the following classes of building and loan as¬ 
sociations may be said to exist in that state: 

(1) Mutual associations. 

(2) Guarantee-mutual associations, which are associa¬ 
tions organized under the old mutual laws but which have 
reorganized and issued guarantee stock. 

(3) Guarantee stock associations. 

The associations with which this memorandum is con¬ 
cerned are those in class (2), supra, i. e., guarantee-mutual 
associations the activities of which have been such that 
exemption cannot be successfully claimed. It is admitted 
by their representatives that the associations are subject 
to the payment of income taxes. It is requested in their 
behalf, however, that in computing their taxable net in¬ 
come and amounts paid to holders of unretired install¬ 
ment and paid-up shares be treated as interest payments 
and deducted as such, rather than as dividends, for the 
reason that in guarantee-mutual associations, the holders 
of full paid certificates and all shares of stock are pro¬ 
tected against any loss by tlie guarantee stockholders, upon 
whom is imposed the double liability which attaches to 
stockholders of all other California corporations. 

Section 648 of the Civil Code of California reads as fol¬ 


lows : 


“Section 648. Building and Loan Association; to In¬ 
clude What.—The name ‘building and loan associations,’ 
as used in this title shall include: 

First. Corporations formed for the purpose of receiving 
monev from, aiid loaning monev to, their members 
only. 

167 Second. Corporations, associations, companies, co¬ 
partnerships, and individuals transacting the busi¬ 
ness of issuing or selling bonds, debentures, certificates, 
shares of stock, or other papers, by whatever names said 
instruments may be designated, whether said instruments 
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are issued for money paid in advance or fo^’ money to be 
paid in installments, but with an intent, eitl|ier implied or 
expressed, that the proceeds or accumulated installments 
thereof and thereon are to be withdrawable or repayable, 


with accumulated profits, at some future fixed, or indefinite 
date of maturity; provided always, that thip> section does 
not include persons, copartnerships or corporations en¬ 
gaged in any kind of banking business.” 

i 

i 

Section 648a of the Civil Code provides, in part: 

I 

‘ 4 Sect ion 648a. Formation of Building and Loan Associa- 

. . 1 i 

tions.—Building and loan associations may be formed 
under this title with or without guarantee or| other capital 
stock * * *. If formed * * * with guarantee capital 
stock only, the working capital may be accumulated by the 
issue of membership shares, units or certificates having a 
paid-up or ultimate matured installment valub of one hun¬ 
dred or two hundred dollars each, * * * Any building 

and loan association heretofore formed may j-eincorporate 


under the provisions of this section and may substitute mem¬ 
bership shares, units or certificates of similar classes for its 
outstanding or authorized shares of capital stock, other 
than guarantee capital stock” * * *. 


These sections disclose that a mutual association may 
become a guarantee stock association by reorganizing, by 
issuing guarantee stock, and by substituting u membership 
shares, units, or certificates” for its other | outstanding 
shares. From the provisions of Section 648, (second) it 
seems clear that whatever may be the documents issued 
bv guarantee stock associations to accumulate working 
capital, under the authority of these sections, they evi¬ 
dence the duty on the part of such associations to pay a 
sum certain in money at a fixed or determinable future 
time. This is characteristic of a debt, rather than of the 
interest of a stockholder in a corporation. After the tran¬ 
sition has occurred, therefore, there can be nb doubt but 
that those parties who supply working capital to a guar¬ 
antee stock association are its creditors, and amounts paid 
them to compensate for the use of their money should be 
considered and treated as interest. 
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The question here presented, however, is, after a 
108 mutual association reorganized by issuing guaran¬ 
tee stock, yet before the substitution of “member¬ 
ship shares, units or certificates” for “its outstanding 
shares of capital stock” is actually completed, 
may amounts paid to the owners of unexchanged shares of 
capital stock be treated and deducted as interest? It is 
contended by the associations that immediately upon the 
issuance of guarantee stock the outstanding shares of capi¬ 
tal stock (other than guarantee stock) are in the same po¬ 
sition as the certificates, units, or membership shares for 
which tliev are eventuallv substituted, and that the unre- 
tired shares should be regarded as immediately becoming 
the equivalent thereof. 

Section 634(d) of Title XVI of the Civil Code of Cali¬ 
fornia provides: 

“Guarantee stock shall be stock, provided by the bylaws, 
to be set apart and sold as a fixed, permanent or guarantee 
capital. When any such stock has been once so set apart, 
sold and issued, it shall thereafter remain as a fixed, per¬ 
manent and guarantee capital, and shall be subjected to 
all the conditions and liabilities attaching to the paid in 
capital stock of other classes of corporations. Such guar¬ 
antee stock shall protect and guarantee all other stock¬ 
holders and creditors against any loss, and when once paid 
it must be kept unimpaired.” 

Section 322 of the same Civil Code reads: 

“Liabilitv of Stockholders.—Each stockholder of a cor- 
poration is individually and personally liable for such pro¬ 
portion of all its debts and liabilities contracted or in¬ 
curred during the time he was a stockholder as the amount 
of stock or shares owned bv him bears to the whole of the 
subscribed capital stock or shares of the corporation.” 

♦ 

Thus the guarantee stockholders must protect from any 

loss not onlv the creditors but also all other stockholders 
* 

of the association, and in addition, they are subject to a 
double liability in case the original guarantee capital 
should prove insufficient. This, in effect, appears to be a 
guarantee of payment to all other shareholders and cer¬ 
tificate holders alike. 
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That the control of the associations, as w<ill as the risk 
of its business, is taken from the installment and full-paid 
shareholders and lodged with the guarantee! stockholders 
is shown by Section 634(f) of the California Civil Code, 
which provides: I 

“Corporations specified in this title, issuing guaranteed 
stock, may provide in their by-laws that a majority of the 
board of directors shall be selected from tlie holders of 
such stock.” 

I 

169 It was stated in conference that the benefits of this 
Section are generally utilized by th^ guarantee- 
mutual associations and that the great majority of the 
members of their board of directors are chosen from the 
holders of guarantee stock. 

From a consideration of the foregoing Sections, it is 
apparent that the rights and duties of shareholders of a 
mutual company materially change immediately upon the 
reorganization of the mutual association into a guarantee 
stock association. Prior to the issuance of guarantee stock 
every shareholder was equally liable for all losses. He 
was entitled to share in profits only if and when earned. 
His investment was subject to the hazards of financial de¬ 
pression, bad loans, incompetency or dishonesty on the 
part of association officials. After the issuance of guar¬ 
antee stock, however, the old shareholder becomes pro¬ 
tected and guaranteed against any loss. He is relieved of 
the burden of business hazards. The safety or his invest- 
ment is guaranteed to him, not onlv by the amount of the 
subscribed guarantee capital, but also by a double liability 
imposed upon the guarantee stockholders. He |is paid rea¬ 
sonable returns on his investment, which in all) cases have 
been at the same rate paid to guaranteed certificate holders. 
He can secure the return of his funds at any time by pre¬ 
senting his stock certificate or pass book, or can exchange 
for guaranteed certificates, units or membership shares, 
at his option. He rarely participates in the operation of 
the association or the formation of its policies] In brief, 
his position is as safe and secure as that of any creditor of 
the association and is comparable thereto. 

For this reason it is recommended that in coniputing the 
taxable net income of each such association, 1 the Unit 

8—5 i 19 a 
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should consider and treat as interest the amounts paid 
holders of unretired shares of installment, prepaid and 
paid-up capital stock as compensation for the use of the 
funds represented thereby. 


Approved. 


9 

General Counsel , 
Bureau of Internal Revenue . 


9 

Commissioner of Internal Revenue . 


170 United States Board of Tax Appeals. Filed May 25, 

1932. 


United States Board of Tax Appeals. 

Docket Nos. 14862, 31801, 39406, 45215. 

Fidelity Savings & Loan Association, a Corporation, 

Petitioner, 


v. 

David I. Burnet, as United States Commissioner of 
Internal Revenue, Respondent. 

Prcecipe for Transcript. 

To the Clerk of the United States Board of Tax Appeals: 

You will please prepare and within sixty days from the 
date of filing of the petition for review in the above en¬ 
titled case transmit to the Clerk of the Court of Appeals 
of the District of Columbia certified copy of the following 
documents: 

1. The docket Entries of all proceedings before the Board 
of Tax Appeals in each of the above entitled appeals. 

2. The petition of the taxpayer with deficiency letter 
thereunto attached and the answer of the Commissioner, 
in respect of each of the above entitled appeals. 

3. The findings of fact and opinion of the Board filed 
Julv 10,1931. 

4. Order of the Board made July 10, 1931, supplementing 
its findings of fact. 
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5. Order of redetermination made by ihO Board filed No¬ 
vember 19, 1931. 1 

6. Stipulation for review by the Court of Appeals of the 
District of Columbia. 

7. Petition for review by the Court of Appeals of the 

District of Columbia. j 

8. Notice of filing petition for review. 

171 9. Statement of the Evidence and Petitioner’s Ex¬ 
hibits 1, 2A, 2B, 3, 4, 5A, 5B, 6, 7, 8, 10 and 11. 

11. This praecipe. 

L. L. HAMBY, 

Counsel for Petitioner, 

T rails port ati^n Bldg., 

Waslifngton, D . C. 

\ 

172 Docket Nos. 14862, 31801, 39406, & (45215. 

Fidelity Savings & Loan Assn., Petitioner, 

V * J 

Commissioner of Internal Revenue, Respondent. 

Certificate. 

I, B. D. Gamble, Clerk of the U. S. Board of Tax Appeals, 
do hereby certify that the foregoing pages 1 to 171, in¬ 
clusive, contain and are a true copy of the j transcript of 
record, papers and proceedings on file and of 1 record in my 
office as called for by the Praecipe in the appeal (or appeals) 
as above numbered and entitled. j 

In testimony whereof, I hereunto set my hand and affix 
the seal of the United States Board of Tax Appeals, at 
Washington, in the District of Columbia, this 10th day of 
June, A. D. 1932. j 

[Seal U. S. Board of Tax Appeals.] I 

B. D. GAMBLE, 

I Clerk. 

Endorsed: Board of Tax Appeals. No. 571j9. Fidelity 
Savings & Loan Association, appellant, vs. I>avid Burnet, 
Commissioner of Internal Revenue. Court of Ajppeals, Dis¬ 
trict of Columbia. Filed Jun. 20, 1932. Henry [W. Hodges, 
Clerk. I 
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No. 5719 

FIDELITY SAVINGS & LOAN ASSOCIATION, 

I 7 

Appellant, 
vs. 

DAVID BURNET, Commissioner of Intern 

Revenue. 

APPEAL FROM THE BOARD OF TAX APPEALS. 

BRIEF FOR APPELLANT. 

This case is before the Court on petition to review 
the action of the Board of Tax Appeals in determining 
appellant’s income tax liability for the calendar yejars 
1921 to 1926, inclusive. In respect of its liability for 
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the several years involved, the Commissioner of In¬ 
ternal Revenue sent a notice of deficiency for the year 
1921. Later he sent separate notices covering defi¬ 
ciencies for the years 1922 and 1923, respectively. 
Finally, he sent a further separate notice covering 
deficiencies for the years 1924, 1925 and 1926. In all, 
therefore, there were four separate deficiency notices 
from which separate petitions were filed by appellant 
with the Board of Tax Appeals to redetermine the 
deficiencies asserted by the Commissioner. The peti¬ 
tions so filed were docket numbers 14862, 31801, 39406 
and 45215. The cases were consolidated for hearing 

and decision bv the Board. 

•> 

Statement of the Case. 

Appellant filed its income and profits tax return 

for the year 1921, and its income tax returns for each 

of the years 1922 to 1926, inclusive, as a corporation, 

in accordance with the provisions of the Revenue Act 

of 1921 as to the years 1921 to 1923; according to the 

provisions of the Revenue Act of 1924 as to the years 

1924 and 1925; and according to the provisions of the 

Revenue Act of 1926 as to the vear 1926. On its 

•» 

returns, appellant set forth all its receipts of income 
from all sources, but in computing its net income, upon 
which the tax was imposed, it deducted as interest on 
its indebtedness certain amounts which it credited or 
paid during the respective years to those to whom it 
had issued full paid and savings pass book certificates, 
and certificates of subscription to its permanent stock. 
Amounts that were credited or paid to holders of its 
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permanent stock and installment stock we^e not 
deducted as interest or otherwise. j 

The Commissioner of Internal Revenue, uponl audit¬ 
ing the returns of appellant, disallowed the interest 
deductions taken in respect of amounts paid ^>n the 
full paid and subscription pass book certificates, and 
added each of these amounts to the net income jof the 
appellant for each of the years involved, upc^n the 
ground that they were, in each instance, dividends 
within the meaning of the several Revenue Acjts re¬ 
ferred to and not interest on indebtedness, and| thus, 
so far as this appeal is concerned, arrived at the 
deficiencies in taxes which he asserted for the jyears 
involved. 

The appellant was incorporated under the laws of 
the State of California, in 1891, for the purpolse of 
carrying on the general business of a building and 
loan association and also of receiving money and accu¬ 
mulating funds to be loaned to its shareholders, Stock¬ 
holders and others, as more particularly set foi^th in 
its amended articles of incorporation (R. 85, 90). It 
does not claim exemption from taxation as a donjestic 
building and loan association because it did not[ pre¬ 
tend to confine its loans to its members and therefore 
concedes that it is subject to be taxed as any bther 
corporation. | 

During the years involved appellant issued several 
forms of certificates, namely: certificates of full paid 
stock in two forms, certificates of subscription to [per¬ 
manent stock, certificates of pass book shares in two 
forms, certificates of installment stock and certificates 
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of permanent or guarantee stock (R. 71). In addition, 
appellant issued a form known as “application for 
permanent stock” (R. 71). 

Specimens of the two forms of certificates of full 
paid stock consisting of three sheets each are annexed, 
as Exhibits 2A and 2B, to page 92 of the record. There 
is no material difference between these two forms. 
The first sheet of each of these exhibits contains the 
certificate itself. The second sheet is the back of the 
certificate containing the provisions for assignment, 
and the third sheet shows a set of detachable interest 
coupons that form a part of and are attached to the 
certificates. 

A specimen form of certificate of subscription to 
permanent stock is annexed, as Exhibit 4, to page 94 
of the record, and is in two sheets, the first being the 
certificate itself and the second the back of the cer¬ 
tificate with the provision for assignment. 

The certificates of pass book shares were issued in 
two forms. During the years 1921 to 1924, inclusive, 
and thereafter until the early part of December, 1925, 
the form of certificate of pass book shares was that 
shown by the specimen, marked Exhibit 5A, annexed 
to page 94 of the record, immediately following the 
specimen certificate of subscription to permanent 
stock. This form of certificate, Exhibit 5A, is set forth 
in one sheet showing the certificate itself, the outside 
cover of the pass book to which it is attached, and the 
inside of the book showing what it represents and the 
columns for entry of the date of deposits and with¬ 
drawals and the balance. The other form of certificate 
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of pass book shares was issued subsequent to th^ early 
part of December, 1925, and a specimen copy of it, 
marked Exhibit 5B, is annexed to page 94 of the record 
immediately after Exhibit 5A, and is in one sheet 
showing the back and inside cover of the bocjk, the 
certificate itself pasted in the book, and the cdlumns 
for the insertion of the dates of deposits, withdrawals, 
and the balances. The second form of the pas$ book 
was issued in December, 1925, because the Commis¬ 
sioner of Internal Revenue had voiced objection to the 
language contained in the form of pass book $hown 
as Exhibit 5A. Issuance of pass books, Exhibjt 5A, 
was discontinued and the form 5B substituted j after 
December, 1925. No difference was made in the 
records and in the practice of appellant between the 
holders of the two different forms of pass books^ who 


were treated exactly the same in every respec^, the 
amount credited on the monthly balances sho^n in 
both forms of books being debited as interest it all 
times on the books of appellant. 

A special form of the certificate of installment ptock 
issued by appellant is annexed, as Exhibit 6, to page 
94 of the record, immediately following the specimen 
forms of pass book certificates and is in two slieets, 
the first of which contains the certificate itself, and the 

i 

second the back of the certificate with the assignment 
provision and provision for withdrawal. 

Following the specimen of installment stock is a 
specimen form of the permanent or guarantee 
of appellant marked Exhibit 7, and is in two shbets, 
the first showing the certificate itself, and the second 
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the back of the certificate with provision for its 
transfer on the books of the company. 

The form of application for permanent stock issued 
by appellant is set forth at the bottom of page 93 and 
on page 94 of the record, that part shown on page 93 
being the form of application itself, and that shown on 
page 94 being the conditions of purchase governing 
the application. 

The by-laws of appellant that were in force up to 
January, 1926, are set forth as Exhibit 8, being the 
last exhibit annexed to page 94 of the record. 

The by-laws of appellant in force from and after 

January, 1926, are set forth on pages 95 to 99 of the 

record. There were no special reasons for changing 

the bv-laws. 

* 

In respect of the permanent or guarantee stock 
(Ex. 7) which was issued during and subsequent to 
the year 1924, appellant paid dividends at the rate of 
12 per cent for the years 1924 and 1925, and at the 
rate of 16 per cent for the year 1926; and in respect 
of installment stock (Ex. 6) outstanding during all the 
years involved, appellant paid dividends for the years 
1921 to 1925, inclusive, at the rate of 12 per cent, and 
for the year 1926 at the rate of 16 per cent (E. 80). 
The dividends paid on installment stock and on per¬ 
manent stock were both upon resolutions of the board 
of directors of appellant, declaring such dividends 
out of profits, in each instance (R. 80). The dividends 

on installment stock were declared annuallv. The 

* 

dividends on permanent stock were declared annually 
but were payable quarterly. 
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Before the board of directors declared dividends on 
permanent and installment stock, the secretary of 
appellant was required to submit to the board a state¬ 
ment showing’ the net profits of the association at the 
end of the year (R. 80-1). The statement so prepared 
by the secretary showed the difference between gross 
amount of income earned during the year afid the 
amount of all overhead expense of the association, such 
as salaries of officers, rents, taxes and amounts paid 
on pass book certificates (Exhibits 2A, 2B, 4, 5A and 
5B), being the amounts paid on full paid and pass 
book certificates, certificates of subscription to per¬ 
manent stock, and the reserve fund. This difference 
or balance the secretary certified as the amount out of 
which dividends on the permanent and installment 
stock were declared and at no time did the dividends 
on such stock ever exceed the profits of the association 
during the periods for which they were declared (R. 

81-2)." I 

In respect of the amounts paid to holders of pass 
book certificates (Exhibits 5A and 5B), the secretary 
merely computed the amounts based on the miilimum 
monthly deposit balance. As to the amounts paid on 
full paid certificates (Exhibits 2A and 2B), the pay¬ 
ments were made in accordance with the coupons 
attached to the certificates when and as they fell due, 
and similarly in regard to the subscription certificates, 
except where some of them were paid in installments 
when it was necessary for the secretary to cojnpute 
the amounts. Before paying or crediting the amounts 
due on the pass book shares and the subscription cer- 
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tificates, the secretary looked to see if they were re¬ 
quired to be paid and whether there was enough cash 
on hand with which to pay them, and if there was not 
enough cash the money was borrowed from the bank. 
No instructions were ever received by the secretary 
from the board of directors, or any other officers, 
requiring him to prepare a statement, or ascertain the 
amount, of the profits of the association before credit¬ 
ing or making the payments due on pass book, full 
paid and subscription certificates. 

The coupons attached to the full paid certificates 
were sometimes presented for payment by the holder 
of the certificate, but very often through a bank or 
merely by bearer. When all the coupons on one of the 
full paid certificates had been presented and paid, the 
principal was returned to the holder and the certificate 
cancelled. 

In regard to the pass book certificates (Exhibits 5A 
and 5B), the holders withdrew, whenever they desired, 
the amounts shown as the balance of deposits in the 
pass books, either a part or all of it, and the holders 
thereof were permitted to deposit any amount not less 
than a dollar at any time. The columns in both these 
forms of pass book indicate the amounts which were, 
on certain dates, deposited or withdrawn, and the bal¬ 
ances to the credit of that particular account. 

Appellant has always regarded amounts paid upon 
its pass book certificates, full paid certificates and 
certificates of subscription to permanent stock, as 
interest and the amounts thereof were debited as 
interest on its books. The holders of pass books, full 
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paid certificates and subscription certificates, j never 
regarded the amounts paid to them thereon as divi¬ 
dends so far as the secretary of appellant had ever 
heard. The secretary could not recall that any! claim 
had ever been made by any of the holders of pas$ book, 
full paid or subscription certificates, that amounts 
paid to them by appellant on their certificates! were 
dividends, or that, in addition to the interest payjnents 
made to them by appellant, they were entitled to a 
share in the profits of appellant. On the contrary, 
holders of such certificates always accepted the 
amounts paid them by appellant as the amounts due 
them upon their certificates. 

Under date of August 18, 1927, the Collector of 
Internal Revenue for the Sixth District of California 

i 

wrote a letter to the secretary of appellant, vj’hose 
name was Clarence Ii. Lee, calling upon him to return 
to the Government a refund of taxes which had been 
made to him, in dividends for the years 1921 to 1924, 
in accordance with instructions contained in a letter 
from t lie Income Tax Unit of the Internal Revenue 
Bureau to the Accounts and Collections Unit, wherein 
it was stated that the refunds that had been made to 
Mr. Lee had been based on a previous determination 
that income to individuals received from appellant 
constituted dividends instead of interest; but inasmuch 
as it had been definitely established that income re- 
ceived by taxpayers from such a source constituted 
interest on money loaned, and therefore was subject to 
both the normal tax and the surtax, it was apparent 
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that the allowances made to Mr. Lee were erroneous 
(R. 90-100, Ex. 10 for identification). This letter was 
written subsequent to the dates of both the deficiency 
letters for the years 1921 and 1922, which founded the 
assertion of deficiencies upon the ground that the 
amounts in question were dividends and not interest. 
The Board of Tax Appeals refused to admit the said 
letter in evidence. 

Subsequent to the sending of all the deficiency 
letters involved herein, the General Counsel of the 
Internal Revenue Bureau transmitted a memorandum 
or ruling to the Commissioner of Internal Revenue, 
which was approved by the Commissioner, in respect 
of certain California building and loan associations, 
including appellant, wherein he recommended that in 
computing the taxable net income of such associations 
known as guarantee mutual associations the Income 
Tax Unit should consider and treat as interest the 
amounts paid holders of unretired shares of install¬ 
ment, prepaid and paid-up capital stock as compensa¬ 
tion for the use of the funds represented thereby (Ii. 
101-6, Ex. 11 for identification). The Board refused 
to admit this memorandum in evidence. 


Upon the foregoing facts the Board of Tax Appeals 
held that amounts paid on both forms of full paid 
certificates (Ex’s 2A, 2B) and on pass book certificates 
on the form of Ex. 5A, constituted dividends within 
the meaning of the several Revenue Acts involved, but 
that the amounts paid on the certificates of subscrip¬ 
tion to permanent stock (Exhibit 4) constituted in- 
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terest on indebtedness of appellant, and, asi such, 
deductible from gross income in computing its n^t tax¬ 
able income. No ruling was made in respect jof the 
amounts paid on the permanent guarantee stock |or the 
installment stock since appellant did not raise any 
question as to these amounts before the Board, con¬ 
ceding them to be dividends of profits and npt de¬ 
ductible as interest on indebtedness. I 


The Board, upon objection of counsel for tlje ap¬ 
pellee, refused to admit in evidence the aforesaidjletter 
sent by the Collector of Internal Revenue to Clarence 
H. Lee upon the ground that it was irrelevant. 

The Board, upon objection of counsel for appellee, 
refused to admit in evidence the aforesaid ruling made 
bv the General Counsel of the Internal Revenue Bureau 

m/ 

(Exhibit 11), upon the ground that it was irrelevant. 

The Board, in its opinion, declined to pass upoln the 
question of whether amounts paid by appellant <|n its 
pass book certificates, in the form of Exhibit 5B,j con¬ 
stituted interest on indebtedness of the appellant, jupon 
the ground that the evidence did not show Iwhat 

i 

amount was paid on such certificates, as distinguished 
from certificate 5A; and in its decision included all 
amounts so paid as and for amounts paid on j cer¬ 
tificates of pass book shares (Exhibit 5A). jThe 
amounts paid on pass book certificates, in the forjn of 
both 5A and 5B, were included in the deficiency letters 
issued by the Commissioner of Internal Revenue as 
amounts paid by appellant on pass book shares with¬ 
out distinction. 
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Assignment of Errors. 

Appellant purposes to urge and rely upon the fol¬ 
lowing errors of the Board of Tax Appeals: 

1. The Board erred in failing to hold that appellant 
was entitled to deduct from its gross income, as in¬ 
terest on its indebtedness, in determining its net tax¬ 
able income for the years 1921 to 1926, inclusive, all 
sums which it paid or credited during each of said 
years to holders of its certificates of so-called full paid 
shares (Ex’s 2A, 2B), in retiring the coupons attached 
thereto. 

2. The Board erred in failing to hold that appellant 
was entitled to deduct from its gross income, as in¬ 
terest on its indebtedness, in determining its net tax¬ 
able income for the years 1921 to 1926, inclusive, all 
amounts which it paid or credited during each of said 
years to holders of its so-called certificates of pass 
book shares and/or installment certificates of invest¬ 
ment (Ex's 5A, 5B), upon the amounts of the minimum 
monthlv balances of money deposited bv them with 
appellant. 

3. The Board erred in refusing to admit in evidence 
the ruling or memorandum of the General Counsel of 
the Internal Revenue Bureau, approved by the Com¬ 
missioner of Internal Revenue (Ex. 10), relating to 
appellant and other building and loan associations of 
California, wherein it was determined and declared 
that amounts paid by those associations to holders of 
certain certificates issued by them, and specifically in 
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respect of appellant and the amounts paid to holders 
of such certificates issued by it, constituted interest on 
their obligations and were deductible in deter 
and computing net taxable income. 


mining 


4. The Board erred in refusing to admit in evidence 
a letter, dated August 18, 1927, sent by the Collector 
of Internal Revenue at Los Angeles, California, to 
Clarence H. Lee, a holder of the several forms of cer¬ 
tificates issued by appellant and involved herein. 

5. The Board erred in holding and determiniiig that 

appellant was liable for the following deficiencies in 
income taxes: for the year 1921, $44,305.77; for the 
year 1922, $47,013.49; for the year 1923, $37,951.70; 
for the year 1924, $32,075.56; for the year! 1925, 
$32,784.97; and for the year 1926, $32,665.20. ! 


POINTS OF LAW TO BE DISCUSSED 


Point I. 


The certificates of so-called full paid stock (Ex’s 
2A, 2B, R. 92) issued by appellant and their accept¬ 
ance constitute a contract between appellant arid the 
holder thereof, are evidences of indebtedness of appel¬ 
lant, and the coupons attached thereto evidence an 
engagement to pay interest in a definite amount, j Sec. 
234(a) 2, Revenue Act, 1926 (44 Stat. L. 41); A]rthur 
R. Jones Syndicate v. Commissioner of Internal Rev¬ 
enue, 33 Fed. (2d) 833; In re Western States B.j & L. 
Asso., 50 Fed. (2d) 632; Burt v. Rattle, 31 Ohio St}. 116. 
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Point II. 

The understanding and practical construction given 
to a contract by the parties thereto are controlling. 
Case Mfg. Co. v. Soxman, 138 U. S. 431; MacAllen v. 
Mass., 279 U. S. 630; Fairbanks v. United States, 181 
U. S. 283, 294, 300; Home Savings Bank v. Des Moines, 
205 U. S. 503, 510, 521; Burt v. Rattle, 31 Ohio St. 116; 
Kansas City Structural Steel Co. v. Commissioner of 
Internal Revenue (C. C. A. 8), 33 Fed. (2d) 53. 

Point III. 

Since the transactions involved in the agreements 
evidenced by the certificates of full paid and pass book 
shares (Ex’s 2A, 2B and 5A, 5B) were completed, so 
far as concerned the amounts in dispute, it would be 
wholly immaterial in interpreting and applying the 
United States income tax laws whether the promise to 
pay, the actual payment made, or the understanding 
and construction placed upon the agreement by the 
parties was to any extent ultra vires; especially since 
both parties had directly received benefit from the 
transaction; and a private party, a stranger to the 
transaction, cannot question the want or abuse of 
power on the part of appellant. St. Louis, etc., R. Co. 
v. Terre Haute, etc., R. Co., 145 U. S. 393, 12 S. Ct. 
953, 36 L. Ed. 748; Central Transp. Co. v. Pullman’s 
Palace Car Co., 139 U. S. 24, 11 S. Ct. 478, 35 L. Ed. 
55; Pennsylvania R. Co. v. St. Louis, etc., R. Co., 118 
U. S. 290* 6 S. Ct. 1094, 30 L. Ed. 83; Union Trust Co. 
v. Illinois Midland R. Co., 117 U. S. 434, 6 S. Ct. 809, 
29 L. Ed< 963; Chase, etc., Co. v. National Trust, etc., 
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Co., 215 Fed. 633; Denver F. Ins. Co. v. McClelland, 
9 Colo. 11, 9 P. 771, 59 Am. R. 134; Parish v. Wheeler, 
22 N. Y. 494. (There are numerous decisions! to the 
same effect in the highest court of every State.) 
Magee v. Pacific Imp. Co., 98 Cal. 678, 33 P. *772, 35 
Am. S. R. 199; Main v. Casserly, 67 Cal. 127, 7 JP. 426; 
Firth v. Los Angeles Pac. Land Co., 28 Cal. A. 399, 
152 P. 935; Genesee Nat. Exch. Bank v. Whitney, 103 
U. S. 99, 26 L. Ed. 443; Union Nat. Bank v. Matthews, 
98 U. S. 621, 25 L. Ed. 188; Rundle v. Delaware, etc., 
Canal Co., 14 How. 80, 14 L. Ed. 335; 14 A. Corpus 
Juris 319. 

Point IV. j 

The purpose, intent and theory of the income tax 
laws contemplates the imposition of a tax upon the net 
profits which an individual or a corporation received 
in the carrying on of a business or as the result <j)f any 
separate or incidental transaction. Revenue Act 1926, 
Sections 201, 213, 217, 230, 231, 234. 

Point V. j 

What may or may not be the statutory order of 
distribution of the assets of appellant upon dissolution 
is not to any extent determinative of the nature ^f its 
receipts, its disbursements or its executed contracts 

during its solvency. j 

•- 1 

Point VI. j 

To treat as dividends of profits amounts paid on 
full paid and pass book certificates would amouht to 
gross discrimination in interpreting and applying the 
income tax laws. 
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Point VII. 

The Board erred in excluding from the evidence the 
letter from the Internal Revenue Department to Clar¬ 
ence H. Lee and the ruling made by the General 
Counsel of the Bureau concerning appellant and other 
California associations. 

Point VIII. 

If any doubt arise as to the tax liability of appellant 
by reason of the payments made by it to the holders of 
full paid and pass book certificates it should be re¬ 
solved in favor of appellant and against the Govern¬ 
ment, especially where the latter has, over a substan¬ 
tial period of years, taken contradictory positions on 
the specific questions involved (Gould v. Gould, 245 
U. S. 151* Crooks v. Harrelson, 281 U. S. 706, 35 F. 
(2d) 416; Benziger v. United States, 192 U. S. 38; 
American Net & Twine Co. v. Worthington, 141 U. S. 
468; Off et al. v. United States, 35 Fed. (2d) 222; 
Eidman v. Martinez, 184 U .S. 578, 583. 

Point I. 

The certificates of full-paid stock (Ex’s 2A, 2B) 
and certificates of pass book shares and/or installment 

certificates of investment pass books (Ex’s 5A, 5B) 
constituted contracts between appellant and the 

holders thereof, evidencing indebtedness of appellant, 
and contemplated engagements to pay interest. 

During the period involved appellant had outstand¬ 
ing the following kinds of certificates and forms used 
in connection therewith: 
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1. Application for permanent stock (Ex. 3, |R. 93, 
94). 

2. Certificates of subscription to permanent' stock 
(Ex. 4, R. 94). (These are not in dispute.) 

3. Certificates of permanent stock (Ex. 7, Ri. 94). 
(These are not in dispute.) 

4. Certificates of installment stock (Ex. G, R|. 94). 

(These are not in dispute.) I 

5. Certificates of full paid stock (Ex’s 2A, s|b, R. 
92). (These are in dispute.) 

6. Certificates of pass book shares and pass book 
installment certificates of investment (Ex’s 5A, 5B, 
R. 94). (These are in dispute.) 

; 

The Permanent Stock .—Before this stock was issued 
there was first an application made on the form of 
Exhibit 3 which was limited to 100 shares to ami one 
person. The par value of this stock was $100 per share 
and the applicant was required to agree to pay in 
addition a premium of $25 a share to acquire it. On 
the face of the application it appears that this was the 
permanent capital stock of the association (R. 93). 
On the back of the application (R. 94) the conditions 
controlling the issuance of the permanent stock and 
the rights and liabilities of the parties pendingj its 
issuance were set forth, the most important of which 
being number 4 and number 5. There it appears that 
the applicant was to pay for the permanent stocl^ in 
monthly payments for a period of 120 months, where¬ 
upon the stock would be issued to him. Pending (the 
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issuance of the stock at the expiration of the 120 
months the association undertook to pay to the appli¬ 
cant interest semi-annually at the rate of G per cent 
per annum computed upon the monthly payments 
which had been made. The stock, when issued, was to 
become permanent and non-withdrawable and upon its 
issuance the holder then was to share fully in the 
losses, profits, surplus, profits from surplus, or from 
any other source from which profits were derived. 

Upon acceptance of the application a certificate of 
subscription to the permanent capital stock (Ex. 4) 
was issued to the applicant, the provisions and con¬ 
ditions of which were set forth on the face of the cer¬ 
tificate and are precisely the same as those set forth 
as the conditions of purchase upon the back of the 
application for the stock. It will be seen, therefore, 
that by these subscription certificates the association 
agreed, pending the issuance of the stock, to pay semi¬ 
annually a definite, specific rate of interest on install¬ 
ment payments which had been made by the applicant. 
Likewise, it was provided that the holder of the cer¬ 
tificate would not share in the profits of the associa¬ 
tion until he had completed all the monthly payments 
and the permanent stock had itself been actually 
issued. 

At the expiration, therefore, of the 120 months’ 
period, all payments having been made and all the 
conditions prerequisite to the issuance of the perma¬ 
nent stock having been fulfilled, there was issued to 
the applicant and subscriber a certificate on the form 
of Ex. 7. That certificate contains no conditions or 
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restrictions and is in all material respects similar to 
the ordinary certificate of stock issued by corpora¬ 
tions generally. 

Section 5, Article VI of the By-laws (Ex. 8, ft. 152), 
provides: 

4 ‘Sec. 5. Permanent Stock. — An issue of 
10,000 shares of permanent non withdrawable 
stock is authorized. The conditions of this issue 
shall be controlled by the Board of Directors. 

“This stock shall be subject to all of the 
rights, privileges and liabilities of stock in any 
other corporation.” 

The interest that was paid on the certificates of sub¬ 
scription before the issuance of the permanen|t stock 
in May, 1924, was an issue in this case when it ^ T as be¬ 
fore the Board, the appellee having asserted Ithat it 
was not interest paid on these subscription certjfieates 
but dividends of profits. The Board held that lit was 
interest and that appellant should have been allowed 
to deduct the amount of it from its gross incbme in 
determining its net income subject to the tax. No 
cross-appeal was filed by the appellee so that On this 
point the Board’s decision has become final. 

Subsequent to the issue of the permanent stock the 
Board of Directors declared annually dividends out of 
the profits of the association, consisting of the re¬ 
mainder or balance of its earnings after deducting 
all the expenses of operating and the amounts',of in¬ 
terest credited or paid on the pass book certificates 
(Ex. 5A, 5B), and the amount paid in taking up jhe in¬ 
terest coupons attached to the full paid certificates 
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(Ex. 2A, 2B) that had become due. Thus the divi¬ 
dends declared annually on the permanent stock were 
out of the profits of the association (R. 81, 82). Divi¬ 
dends on corporate stock are ordinarily and usually 
payable only out of profits or surplus which is merely 
accumulated profits which had not previously been dis¬ 
tributed in dividends to the stockholders. 

The dividends on the permanent stock were declared 
on the par value of the certificates and were payable 
in quarterly payments during the ensuing year. For 
the vears 1924 and 1925 the rate of dividends declared 
on this stock was 12 per cent and for the year 192G it 
was 16 per cent. 

At no time did the appellant in making its income 
tax returns deduct from its gross income as interest 
the amount 1 of those dividends in computing its net 
income subject to the tax because those dividends were 
themselves declared out of and were a part of the 
profits, and as such were a part of the “net 111001110 ’’ 
of the association upon which the tax was imposed. 
We, therefore, conceded that the payments so made 
to the permanent stockholders were in truth and in 
fact dividends of profit and could not be deducted 
from gross income in determining the net taxable 
income; nor does the law permit such deduction. 

Installment Stock .—Next let us look at the certifi¬ 
cates of installment stock that were issued by ap¬ 
pellant (Ex. 6). O 11 the face of the certificate the 

material provisions and conditions of its issue are that 
the holder is to make monthly payments in a certain 
amount for a certain period of months or until the 
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stock subscribed for shall have become fully paid up 
and matured. It provides that the shares of stock 
shall mature when the payments made thereon, after 
deducting from them the premium paid and the pro 
rata share of losses and expenses and all advances, 
shall, together with the annual dividends apportioned 
to this stock, amount to the sum of $100 a shalre. The 
certificate further provides that no assignment can be 
made of it nor can it be withdrawn until all dues, fines 
and payments have been made as required and as pro¬ 
vided in the by-laws. 

Section 2 of Article X of the By-laws (Ex. 8-R. 154) 
deals with the profits or net income of the association 
and provides as follows: 

“Sec. 2. Profits. —At least annually, at the 
close of the fiscal year, on December 3L profits 
shall be equitably apportioned by the Secretary 
in proportion to the average amount to the 
credit of each share during the preceding year 
or period. 

“Profits from full-paid ‘D’ stock and from 
savings pass book stock, after paying the in¬ 
terest thereon, shall be credited to the install¬ 
ment stock as profits thereon.” 

It thus appears that after paying the holders of the 
full paid certificates and the pass book shares interest 
semi-annually on the minimum monthly balances of 
their deposits with the association, the profits from 
the investment of these deposits were credited to the 
installment stock from which dividends of profit may 
be and were declared annually. And so, the Board of 
Directors did declare annually to the holders of the 
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installment stock dividends out of the profits of the 

association which were ascertained bv deducting from 

the gross income for the year all expenses of operation 

together with the interest paid to the holders of full 

paid certificates and pass book shares as in the case 

of permanent stock (R. 81, 82). The dividends so 

declared and paid to the installment stockholders out 

of the profits of the association were at the rate of 

12 per cent for each of the years 1921 to 1925 inclusive 

and at the rate of 16 per cent for the vear 1926. As in 

» • 

the case of the permanent stock these dividends were 
only declared upon resolution of the Board of Di¬ 
rectors in each instance (R. 80). 

At no time during the years involved did the appel¬ 
lant, in making its income tax return, deduct as interest 
on its indebtedness the amounts of dividends paid to 
the installment stock holders for the same reason that 
it did not deduct the amounts of dividends paid to 
its permanent stockholders. In no sense could the 
amounts paid to the installment and permanent stock¬ 
holders be regarded as interest on indebtedness be¬ 
cause there was no agreement or contract between 
appellant and the permanent or installment stock¬ 
holders whereby it engaged to pay interest at any rate 
on any money paid to or desposited with appellant. 
The amount of dividends actually paid to both these 
classes of stockholders was not ascertained and could 
not be ascertained until it had been first determined 
whether the association had made any profits and did 
not become an obligation of the association until 
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its Board of Directors had by resolution fi^ed and 
declared those dividends out of the profits of the asso¬ 
ciation. 

Accordingly we conceded that the amounts paid to 
the installment stockholders at all times weife divi¬ 
dends of profits and were not deductible from the 
gross income of appellant as interest on its indebted¬ 
ness in computing net income. We do emphatically 
contend, however, that those dividends paid to the 
permanent stockholders and to the installment stock¬ 
holders were the only dividends that were daid by 
appellant during the years involved and tljat the 
amounts paid on the pass books and on the fi^ll paid 
certificates and on the subscription certificates (not 
any longer an issue here) were purely and simply 
interest on the indebtedness of appellant and <is such 
deductible from the gross earnings or income in) deter¬ 
mining the net income subject to the tax. 

In contrast with the permanent and installment 
stock and particularly in respect of the conditions and 
provisions of their issue as appears on the face of the 
certificates or in the by-laws, and the practical treat¬ 
ment of them in the ordinary course of the business 
of the association throughout its existence, we come 
now to the certificates which form the subject of dis¬ 
pute. 

The Full Paul Certificates .—There were two forms 
of these certificates issued during the period involved, 
one being that shown by Ex. 2A and the other being 
that shown by Ex. 2B. The only difference between 
the two certificates is that the certificate on tin!} form 
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of Ex. 2A could be surrendered after one year from 
its date om three months’ notice by the holder thereof, 
whereas the certificate on the form of Ex. 2B could be 
surrendered by the holder thereof upon three months’ 
notice at any time after its date. 

First we must observe that the significance and 
effect of the certificate is to be determined at the out¬ 
set from it he provisions and conditions expressed 
thereon when taken as a whole. We must then see 
what practical construction has been given to the 
certificate ior agreement evidenced thereby by the 
parties thereto during the existence of the associa¬ 
tion. On the face of the certificate there is set forth 
as the first condition, that the amount for which the 
certificate was issued shall bear interest at the rate of 
G per cent per annum, payable semi-annually on pres¬ 
entation and surrender of the coupons annexed 
thereto as thev scvcrallv become due. Thus we have 
at the time of issuance without any regard to what 
may or may not be the profits or net income of the 
association an absolute, positive engagement to pay 
a definite rate of interest to the holder of the certifi¬ 
cate. That rate of interest is to be computed upon 
the amount paid in as evidenced by the certificate. 

Secondly, the certificate provides that the associa¬ 
tion shall have the right on and after five vears from 
the date of issue to pay the amount of the certificate 
on any interest payment date; and the certificate may 
be surrendered, on the other hand, by the holder 
thereof on three months’ notice for a sum, which, with 
interest previously paid, shall equal the face amount 
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of the certificate with interest from the date! of its 
issuance to the date of withdrawal or surrender. 

The third provision on the face of the certificate is 
that in consideration of the rate of dividend paid 
thereon it is agreed that it shall not further partici¬ 
pate in any surplus or earnings or profits. Thus we 
find in one place use is made of the word 44 dividend” 
and in two other places use is made of the word “in¬ 
terest” and each was intended to describe or refer to 
the same thing which would result to some extent in 
ambiguity. However, we are going to find many in¬ 
stances of ambiguity not onlv in the certificates issued 
and in the by-laws but, if you please, in the statutes 
of the State of California enacted in respect of the 
organization and operation of building and loan asso¬ 
ciations in that State. In fact, the statute was re¬ 
garded as so indefinite in many respects and ambigu¬ 
ous in others that the whole of it was repealed by the 
Legislature of California in 1931 and a new statute 
enacted on the subject. 

In respect of these full paid certificates we next 
invite your attention to the 20 coupons attached 
thereto. Please note that every one of those coupons 
is for a certain sum of money, namely, $3, and this 
coupon itself says that the Fidelity Savings & Loan 
Association will pay the bearer $3 interest on presen¬ 
tation of the coupon. Thus we have a coupon which 
calls for a specific number of dollars to be paid as 
interest to the bearer , as in the case of a coupon on a 
bond. Please bear in mind that the thing which is 
paid, and the subject matter of the controversy before 
this court, is the amount of these coupons which are 
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payable to the bearer, whoever he may be, and with¬ 
out regard to his relationship to the association. He 
may be a perfect stranger or he may be a permanent 
stockholder or he mav be an installment stockholder 
or he may be one who has simply purchased the cou¬ 
pon for cash. No endorsement by anybody and no 
proof of consideration for the acquisition of the cou¬ 
pon is required of the person who presents it for pay¬ 
ment. Does that constitute a dividend of profits as 
the term is understood and applied in the declaration 
of dividends by corporations generally? Of course it 
does not. !If, instead of using the word “interest” 
three times and the word “dividend” once, the word 
“dividend” had been used three times and the word 
“interest” once, the nature of the payment and the 
basis of it is so clear that misnomer or ambiguity 
arising through the interchangeable use of the two 
would be wholly immaterial. You can not make an 
amount, paid as interest, a dividend by calling it so; 
nor can you make a dividend, paid out of profits, mere 
interest on indebtedness by calling it interest. So 
much for the face of these full paid certificates and 
their attached coupons. 

Section 4 of Article VI of the By-laws (R. 152) 
provides: 

“Sec. 4. Full paid stock, Class ‘IV will be 
issued on payment, in advance, of its face or 
par lvalue. The association will pay cash divi¬ 
dends on this stock, at a rate not exceeding 7 
per cent per annum, semi-annually, on the first 

davs of January and July of each vear. This 
» • » • 

stock shall not further participate in profits.” 
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The by-laws speak of paying cash dividends on 
these certificates semi-annually at an amount not to 
exceed 7 per cent. Here is a clear case of misnomer 
arising through the improper interchangeable use of 
the term “dividend and interest.” This section jsays 
that 1 lie association will pay these cash dividends. 
The association does not know whether it will pay a 
dividend until it knows it has earned profits oveij and 
above its expenses of operation and interest op its 
indebtedness From the nature of the kind of pay¬ 
ment, namely, semi-annual rash payment, it savors 
more strongly of interest than it does of dividends. 
Let us go a little farther. Section 2 of Article X of 
the by-laws which we have previously quoted provides 
that profits from full paid “D” stock and from sav¬ 
ings pass book stock, after paying the interest thereon 
shall be credited to the installment stock as profits 
thereon. Here we have language which tells us some¬ 
thing more about what this thing is which the associa¬ 
tion will pay semi-annually. It is plain that the asso¬ 
ciation contemplated paying holders of these full paid 
certificates interest semi-annually on the amount| de¬ 
posited with the association as evidenced by the certi¬ 
ficates and that all over and above that interest, which 
it had contracted to pay to the certificate holder for 
the use of the money loaned to the association and 
subject to be withdrawn at any time on three months’ 
notice, was to be credited on the installment stocp as 
profits on the latter. The operation is exactly I the 
same as a savings account in any bank or, more jap- 
propriately, a certificate of deposit issued by any 
bank. The bank agrees to pay or credit a specific xtate 
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of interest semi-annually, sometimes quarterly, on the 
amount deposited. It invests that money at a higher 
rate of interest. After paying the interest on the sav¬ 
ings account or certificate of deposit the balance is 
credited to the bank’s undivided profits or surplus 
account for the benefit of its stockholders. Taking 
the certificate as a whole with its coupons attached, 
the conditions of its issuance, the contract to pay in¬ 
terest, the nature of the payments made thereon, and 
the provisions of the by-laws, it is inescapable that 
these certificates are purely in the nature of and are 
certificates of deposit with interest coupons attached. 
But let us go a step farther and apply the real test. 
What has been the uniform practice in respect to these 
certificates and the holders thereof bv the association 
throughout its existence and what has been the prac¬ 
tical understanding and construction in respect thereto 
of both the certificate holders and the association at 
all times; and how have the amounts paid upon these 

certificates been uniformlv treated on the books of 

• 

the association at all times? 

The aitiounts paid to the bearers of these coupons 
were at no time the subject of a resolution of the 
Board of Directors declaring before each semi-annual 
payment the amount of these coupons as a dividend 
out of the profits of the association, but they were 
paid as a matter of course precisely as were the pay¬ 
ments to the holders of certificates of subscription to 
permanent stock (R. 80). 

The secretary of the association has supervised the 
preparation of the figures indicating the total amounts 
to be paid and in respect of these full paid certificates 
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payments were made in accordance with the coupons 
attached when they fell due (R. 81). All that the 
secretary did before paying the coupons when pre¬ 
sented by the bearer, was to see if they were required 
to be paid (that is whether they were coupons that 
were due at the time presented) and whether there was 
enough cash on hand with which to pay them. If there 
were not enough cash with which to pay these cou pons 
the money was borrowed from the bank; and at no 
time during the history of the association did the sec- 
retarv ever look any farther in making payments of 
these coupons than to see if and when they were due 
and whether there were sufficient cash on hand to meet 
the payments. No instructions were ever giveii by 
the Board of Directors or any other officer in respect 
to the payment of these coupons or the semi-annual 

interest due on minimum monthly balances to i the 

* 

credit of pass-book holders. There was no resolution 
of the Board of Directors requiring the secretary to 
prepare a statement or ascertain the amount of profits 
of the association in order to determine whether there 
was a sufficient amount thereof to meet the payments 
due either the bearer of the coupons attached to !the 
full paid certificates or permit the crediting of semi¬ 
annual interest due on the pass-book shares or Sub¬ 
scription certificates (R. 81). That the association 
had the power to borrow money is not only evidenced 
bv its charter but also in section 3 of Article IV of 
the By-laws (R. 150). 

And so it is there is not an atom of evidence to sup¬ 
port the strained construction placed upon them by 
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the Board of Tax Appeals in denominating these in¬ 
terest coupons dividends. On the contrary a practical 
constructibn supports no other conclusion except that 
the amounts paid to the bearers of these coupons con¬ 
stituted interest on acknowledged indebtedness of the 
association. 

In passing it is just as well to invite attention to 
Section 1 of Article VII of the By-laws (R. 153), which 
provides that the board of directors, at its discretion, 
may, in conformity with the State law, authorize the 
issue of installment or coupon certificates of invest¬ 
ment which must specify the date, amount, rate of 
interest, time payable, and the conditions of with¬ 
drawal. and withdrawal value at the end of each vear. 

f V 

The nature of these so-called full paid certificates 
(Ex’s 2A, 2B) quite closely resembled, if they are not 
identical with, the description of certificates of invest¬ 
ment. They are certainly nothing else in the light of 
all the evidence. 

Section 1 of Article VIII of the By-laws (R. 153) 
provides that installment shares not in arrears for 
dues and fines may be withdrawn upon thirty days’ 
notice in writing and the member withdrawing shall 
receive the full amount paid, less the premium, 
together with all profits declared. Section 2 of that 
article, in contrast, provides that savings pass book 
stock may be withdrawn at will, except that the di¬ 
rectors may require reasonable notice of intention to 
withdraw. Note that in respect of the installment 
shares we are dealing with one who is subject to fines 
and who is entitled to share in the profits of the as- 
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sociation and who may withdraw only when hN is not 
in arrears in the payment of his dues, whereas in 
respect of the savings pass book stock we are pealing 
with a mere depositor of money who can withdraw at 
any time he sees fit except that the directors may 
require some notice in advance in precisely the same 
way that a savings bank may require notice before a 
savings account can be withdrawn. It is curious also 
to note the interchangeable use of the terms “share” 
and “stock” appearing in the by-laws. Curiously 
enough section 1 refers to installment shares, whereas 
the certificates are referred to as stock and section 2 
refers to savings pass book stock whereas tlje cer¬ 
tificates refer to shares. The ambiguities and mis¬ 
nomers that we have been pointing out ijnerelv 
emphasize the fact that after all we must look to the 
nature of the transactions in order to ascertain the 
purport and meaning of them. 

Strange to sav, we do not find in Article VIII of 
the By-laws any reference whatever to the withdrawal 
by holders of so-called full paid certificates, ijs the 
failure to mention them evidence that they ma^ T not 
withdraw or is it evidence that it is not deemed Neces¬ 
sary to make any provision for their withdrawal| As 
the certificates themselves contain provisions! for 

i 

redemption and surrender perhaps that was deemed 
sufficient. 

Pass Boole Shares or Certificates .—Appellant issued 
two forms of these pass books, but not simultaneohsly. 
The pass book on the form of Ex. 5A was issued up to 
the early part of December, 1925, at which timq the 
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association ceased to issue those books because of 
objections made by the Commissioner of Internal Rev¬ 
enue to the use of certain language appearing in the 
certificates pasted in the backs of those books. So, 
merely to use language that would not be subject to 
the objections of the Commissioner, a new form of 
certificate was gotten up and pasted in the pass books 
issued after December, 1925. 

There was no change in the practice of the associa¬ 
tion by reason of the change in the form of the pass 
books from that of Exhibit 5A to that of Exhibit 5B. 
The association entered credits on the new form of 
book just as it had done on the previous book, and 
debited these amounts as interest on its own books 
just as it had always done. Since the Board of Tax 
Appeals has distinguished between them and ignored 
the fact that both were treated exactly alike by the 
association, and has also ignored the fact that the form 
was changed merely to conform to the action of the 
Commissioner and avoid as far as possible any future 
basis for dispute, we shall discuss both forms. 

First, as to the pass books in the form of Exhibit 
5A, which were in use up to December, 1925. Ex¬ 
amination of this certificate discloses that the holder 
had subscribed for and was the owner of 100 pass 
book shares of the par value of $100 each. Of course 
that statement was a fiction for he was not the owner 
of those shares and had not even commenced to pay 
for them as is evidenced by the next provision on the 
certificate which shows that the holder may make dues 
payments on the amount subscribed at any time and in 
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any amount not less than $1, at his option, until thb full 
par value of the shares has been paid for, unlesb the 
holder sooner withdraw his deposits, which he may do 
at any time. Thus we have another instance of | con¬ 
flicting terms. 

Next the certificate provides that dividends from 
earnings (not net earnings or net profits) will be |com- 
puted and credited semi-annually at the rate of i per 
cent per annum on the minimum monthly balances of 
the deposits appearing in the pass books. 

Next the certificate provides that all payments, 
together with dividends credited and accrued, may be 
withdrawn at any time on demand, except the associa¬ 
tion may require written notice of intention to with¬ 
draw just as a bank may regarding savings accounts. 

Finally, the certificate concludes with the statement 
that it is issued subject to the articles, by-laws and 
rules of the association; that the certificate is not nego¬ 
tiable nor transferable except upon the books of the 
association. 

The articles of incorporation make no reference to 
any particular class of stock. Let us see then what 
the by-laws have to say. We find that Section (|> of 
Article VI (R. 152) refers to something called “Sav¬ 
ings pass book stock”, and in respect thereof provides: 


“Sec. 6. Savings Pass Book Stock. — On this 
stock members may pay irregularly in time and 
amount. Dividends on this stock will be [de¬ 
clared out of the earnings semi-annually, on itlie 
first days of January and July of each year) at 

3/ I 
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a rate to be fixed bv the board of directors—not 
to exceed five per cent per annum. This stock 
may be retired at the option of the board of 
directors on thirtv days’ notice.” 

The form of the certificate (Ex. 5A) refers to sav¬ 
ings pass book shares and it is possible that the savings 
pass book stock referred to in section 6 may relate to 
the same thing. In that event it is to be observed that 
the by-laws permit payments to be made irregularly 
in time and amount, while the certificate limits pay¬ 
ments to sums not less than $1. The by-laws provide 
that dividends will be declared semi-annuallv bv the 
board of directors out of the earnings not to exceed 
5 per cent, while the certificates we are considering 
provide that out of the earnings dividends will be 
absolutely credited semi-annually , computed on the 
minimum monthly balances at the definite rate of 
5 per cent per annum. We have seen that at no time 
in the history of the association has the board of 
directors ever declared anv dividends semi-annually 
or otherwise on any form of pass book share or full 
paid certificate. It follows then that if these cer¬ 
tificates or pass book shares with which we are dealing 
are supposed to be the same thing as savings pass 
book stock which the by-laws refer to, it is plain the 
association has made an independent contract with 
these certificate holders, inconsistent with the bv-laws. 

The by-laws provide that savings pass book stock 
may be retired bv the board of directors on thirtv 
days’ notice while the certificates make no mention of 
that. 
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Section 2 of Article X of the By-laws (R. 154j in the 
second paragraph thereof provides: j 

4 ‘Profits from full-paid “D” stock an|i from 
savings pass book stock , after paying the in¬ 
terest thereon, shall be credited to the install¬ 
ment stock as profits thereon 

Does that not show what was contemplated plainly 
that from the gross returns the association received 
from investing the pass book deposits it would j credit 
the depositor semi-annually with the agreed r^ite of 
interest computed on monthly balances at 5 pe| cent, 
and the surplus, the gain, the profits , would be cred¬ 
ited to the installment stock as profit thereon? 

The evidence in this case shows that at no time was 
any dividend ever declared on the pass book deposits, 
but it is replete with proof that interest at the rjite of 
5 per cent was computed semi-annually on tliel min¬ 
imum monthlv balances and credited to tlie accounts 
of the pass book holders by the secretary. No direc¬ 
tions or declaration by the board of directors were 
necessary. It is imporant to note too that in case of 
withdrawal of any of these depositors the deposit was 
returned to him with interest computed at the n}te of 
5 per cent. If the secretary did not have enough cash 
on hand to pay the withdrawer at the time, hej bor¬ 
rowed the money from the bank, as he testified. jDoes 
this bear any resemblance to the creating of a divi¬ 
dend ? There was no ascertainment of the gross earn¬ 
ings and the expenses of the corporation to sho\^ the 
profits; no resolution of the board of directors declar¬ 
ing out of those profits a dividend based upon the par 
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value of the stock or otherwise. The procedure was 
precisely the same as that involving a depositor in a 
savings bank or in the savings department of any bank. 
There one may deposit amounts at any time in any 
amount. He may withdraw at any time upon reason¬ 
able notice if the bank insist upon it, and on his mini¬ 
mum monthly balances interest is credited in his pass 
book either; quarterly, semi-annually or annually. If 
the interest so credited by the savings department of 
commercial banks or by savings banks upon the pass 
books of depositors is interest and those financial in¬ 
stitutions are permitted, as they are, to deduct every 
dollar of interest so credited in making their income 
tax returns to the government, it follows that the 
amounts similarly credited in respect of these pass 

books must be interest. Certainlv if tliev are to be 

• » 

denominated dividends then the interest credited to 
all savings accounts in anv bank are dividends. There 
is no occasion for one to strain his imagination simnlv 
because in the one case the institution is called a build¬ 
ing and loan association and in the other case it is 
called a bank or a mortgage loan company or a trust 
company. The nature of the transaction and not the 
name of the institution is what determines its effect. 

It should also be observed that at no time have the 


holders of these pass book certificates (Ex. 5 A or 5B), 
nor for that matter any holder of a full paid certificate 
ever claimed that in addition to the interest credited 
or paid to him on his deposits, he was entitled to share 
in the profits of the association remaining after the 
payment of its expenses of operation, including the 
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interest on the pass books and full paid certificates 
(bottom of p. 82 of record). The question we jliave to 
deal with is a practical one and in its solution^ as the 
Supreme Court once said: “One page of history is 
worth a volume of logic.” 

The Pass Book Certificates (Ex. 5B).—The form of 
certificate in these books is set forth following page 94 

lder is 


of the record. There it is certified that the lid 
the owner (which he is not) of a certain numbef of in¬ 
stallment certificates of investment of the pail value 
of $100 each on which payments may be made at any 
time and in any amount not less than $1, as in form 
5A. The same privilege of withdrawal is provided as 
in f)A. Finally, the certificate states that interesjt com¬ 
puted at the rate of 5 per cent on monthly balances 

will be credited semi-annuallv. The onlv difference in 

1 

the two forms of pass books is a difference in phrase- 
ologv. In the one reference is made to installment in- 
vestment certificates and in the other installment pass 
book shares. In one provision is made for crediting 
semi-annually dividends and the other interest, each 
computed at 5 per cent on monthly balances of deposits. 
Those are the differences in the phraseology of the cer¬ 
tificates and are differences in terms or names onlv 
and not in substance or effect. AVe have already seen 
that while the pass book 5A refers to the crediting 
semi-annually of dividends computed at 5 per cent, 
section 2 of Article X of the by-laws shows plainly 
that the use of the word “dividend” was a misn|omer 
and that what was really credited and therein directed 
to be credited on both the pass book shares anq full 
paid certificates was interest. 
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It has also been seen that the change in certificates 
was a change in form only in order to remove anv 
technical basis for future disputes with the Depart¬ 
ment based purely on the use of terms. There was no 
change in the practice whatever nor in the understand¬ 
ing of the parties interested nor in the method of keep¬ 
ing tlie books of the association. As a matter of fact 
even after the change was made in the form of the pass 
books the commissioner treated them exactlv alike. He 

i 

made no distinction between the pass books on the 
forms of Exhibits 5A and 5B. Both forms of these 


certificates were outstanding during the years 1925 and 
1926 and Interest was credited on both forms during 
both of those vears. In the notices of deficiencv in 
taxes sent by the Commissioner to the association for 
those two years, which gave rise to the present appeal 
to this court, lie made no distinction and classified the 
payments or credits that were made on both forms of 
these pass books as “dividends on pass book shares”. 
(See top of p. 36 of the record as to the year 1925, 
item 2; and p. 37 as to the year 1926, item 2.) The 
secretarv of the association has testified that the in- 

terest credited on both these forms was included in 

1 

those deficiencv letters as dividends bv the Commis- 

• » 

sioner (R. 77). 

And so it is we maintain in respect of payment of 
the coupons attached to the full paid certificates and 
the amounts computed semi-annually at 5 per cent on 
monthly balances of deposits on pass book certificates 
that what was contemplated by both the association 
and the holders of those certificates as shown bv the 
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evidence, including the by-laws, was in its nature and 
effect interest paid or credited on undisputed indebted¬ 
ness of the association. If that be what these credits 
amounted to then they were deductible from the gross 
income of the association in determining its taxable 
net income under the provisions of section 234 (a) (2) 
of the Revenue Act of 1926 and the corresponding pro¬ 
visions of the Revenue Acts of 1921 and 1924. 

It is too clear for argument that from the conditions 
and provisions expressed on the face of the permanent 
and installment stock certificates (Exs. 6 and 7) and 
the plain, unambiguous, definite provisions of the by¬ 
laws in respect thereto, that what was conterjnplated 
to be paid to the holders thereof were dividends of 
profits. We have never had any dispute with the gov¬ 
ernment about dividends on the permanent stock and 
installment stock. Surely it seems then that if the 
pass books and full paid certificates contemplated the 
same thing it would have been quite easy for the cer¬ 
tificates to have contained similar provisions ahd con¬ 
ditions to those of the iiermanent and installment 
stock and likewise it would have been the simplest 
thing for the by-laws to have provided in respect 
thereof for the payment of dividends out of thejprofits 
of the association and not interest. 

The uniform reference to 11 dividends” in the by¬ 
laws and in the certificates themselves in respect to 
the permanent and installment stock contrasted with 
the general use of the term “interest’’ in respect of 
the pass book and full paid certificates permits no 
escape from the inevitable conclusion that the trans- 


actions involved in the handling of the pass book 
shares and the issuing of the full paid certificates with 
their interest coupons attached, establish acknowl¬ 
edged indebtedness and the promise to pay a definite 
rate of interest thereon. 

It is ncj>t the name nor the use of terms that deter¬ 
mine the nature of a transaction, but it is rather the 
legal effect of the thing done and what was intended 
to be done by the contracting parties. A very fair 
illustration of that principle is exemplified in the re¬ 
cent case of Arthur R. Jones Syndicate v. Commis¬ 
sioner of Internal Revenue, 23 Fed. (2d) 833, which 

was an income tax case decided bv the Circuit Court 

•> 

of Appeals for the Seventh Circuit which affirmed the 
decision of the District Court. In its opinion the Court 
of Appeals used the following language: 

“There are two primary questions the an¬ 
swers to which are decisive of this appeal: First, 
does the evidence show the transaction between 

Austin and the Jones Svndicate to be a loan? 

* 

Second, should the taxpayer be permitted to as¬ 
sert that Austin was a creditor rather than a 
certificate holder in the syndicate? 

“(1) The first question must be answered in 
the affirmative. Aside from the form of the in¬ 
strument which the parties adopted to embody 
their contracts, there is no evidence to contradict 
the asserted relationship of debtor and creditor. 
Xot only does all the oral testimony confirm this 
conclusion, but the payments and other written 
evidence strongly confirm the words of the wit¬ 
nesses. Savannah Real Estate Loan & Building 
Co. v. Silverburg, 108 Ga. 281, 33 S. E. 908; Cook 
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v. Equitable Building & Loan Ass’n, (104 Ga. 
814, 30 8. E. 911; Burt v. Rattle, 31 Ohio St. 116; 
and Wright v. Johnston, 183 Iowa 807, 167 
N. W. 680, cited by petitioner, may all be dis¬ 
tinguished in some respects. Each docs hold, 
however, that one who holds a preferred stock 
certificate to evidence his transaction with the 
company may be in fact a creditor aiuf not a 
stockholder. It is evident, from a reading of 
these decisions and others, that each cade must 
be determined by its own facts. In the instant 
case the facts evidence more stronglv than in the 
cited cases a loan, the true character of which 
was concealed to cover the usury featurej 

“ (2) Should the court, as against the govern¬ 
ment, permit the borrower to disclose what it 
has in writing disputed in order that it | might 
avoid its tax? This is the second questioij. 

“There is some appeal in the argument that 
the taxpayer is given the choice of identities 
through or under which he will operatq. He 
may operate as an individual, or he may join 
with others into a copartnership, a corporation, 
or other association recognized by the hjiw (a 
common-law trust). The income tax law sets 
forth its provisions that enlightened action may 
be taken by the taxpayer. Having once acted, it 
may be argued with some force that the tax¬ 
payer should be bound by its election. 

“But the better reasoning sustains the view 
that a borrower whose necessities lead lnm to 
the door of the usurer may always show—by 
evidence aliunde the contract—the real charac¬ 
ter of the transaction. The very necessities of 
the borrower who pays a usurious rate of in¬ 
terest make it necessary for courts to admp his 
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oral testimony to dispute his written word. 
Houghton v. Burden, 228 II. S. 161,170, 33 S. Ct. 
491, 57 L. Ed. 780, 27 R. C. L. 212. For an addi¬ 
tional reason such evidence is admissible against 
third parties. In re Assessment of Shields 
Bros., 134 Iowa 559, 111 N. W. 963, 10 L. R. A. 
(N. S.) 1061; Sigua Iron Co. v. Greene (CCA) 
88 F. 207; O’Shea v. New York, C. & St. L. R. Co. 
(CCA) 105 F. 559; Mitchell v. McShane (CCA) 
220 F. 878; 22 Corpus Juris, 1292.” 


The case just cited was an extreme one as com¬ 
pared to the case at bar. 

Attention is also invited to the recent case of In 
re Western States Building-Loan Association, de¬ 
cided in 1931 by the District Court for the Southern 

•> 

District of California, 50 Fed. (2nd) 632, involving a 
California building and loan association having guar¬ 
antee or permanent stock such as the association in 
the present case. In that case the court, at page 633, 
said: 


“It is provided by the California law that 
building and loan associations shall have what 
is known as ‘guarantee stock,’ which becomes 
permanent capital, and is required to remain as 
such, and is subject to the liabilities attached to 
paid-in capital stock of other classes of commer¬ 
cial corporations. It is provided that the guar¬ 
anty stock ‘shall protect and guarantee all 
other stockholders and creditors against any 
loss. ■ * *’ (Civ. Code Cal. par. 634 (d)). 

With the capital stock as a supporting basis, 
building and loan associations invite public pa¬ 
tronage in investments, and while these patrons 
might conventionally be called depositors, their 


deposits are applied in the purchase of other 
classes of shares listed as ‘installment scares,’ 
‘full paid shares’, ‘pass book shares’. The de¬ 
positor or shareholder receives interest on his 
investment or deposit.” 

A similar situation was presented to the Supreme 
Court of Ohio in the rather early case of Burt v. 
Rattle, 31 Ohio St. 116, and on page 129 of the opin¬ 
ion the court stated: 

“A stockholder in such a corporation Ohio, 
without individual liability, is simply an impos¬ 
sibility. To declare a party not individually 
liable is, prima facie , to declare him not a stock¬ 
holder. It is but reasonable to conclude that the 
legislature, by simply denominating these par¬ 
ties ‘preferred stockholder,’ and calling the 
semi-annual payments to them ‘dividend*},’ did 
not mean to violate this well-known provision 
of the constitution, and also to nullifv tli^ sub- 
stantial provisions of the act, which give to such 
parties all the relations and characteristics of 
creditors of the corporation, and none of those 
which belong to its real owners and meiiibers. 
To give the contrary interpretation to tl^e act 
would be to regard its letter rather than its 
spirit and intention.” 

Point II. 

The understanding of and practical construction 
given to a contract by the parties thereto are con¬ 
trolling. 

The nature of the transaction, the method of han¬ 
dling and treating the payments as they became; due 
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upon the pass books and the coupons attached to the 
full paid certificates has been carefully discussed and 
the testimony in regard thereto is reported at pages 80 
to 82 of the record. We will not, therefore, repeat them. 
It is perfectly well established that where a contract 
is ambiguous or indefinite or in any respect not plain in 
meaning and intent, the practical construction given 
to it by the parties directly concerned is controlling. 
The Calfornia Code dealing with the subject of build¬ 
ing and loan associations is in many respects indefinite 
and vaguei; contains contradictory provisions; uses in¬ 
terchangeably “interest” and “dividends” to such an 
extent that it is impossible to tell always which one was 
intended, as we shall show in the discussion of another 
point in this brief and which was conceded in the brief 
filed by the appellee before the Board of Tax Appeals. 
Likewise, the by-laws of this association contain con¬ 
flicting provisions on the one hand and provisions that 
are at variance with the conditions named in the certifi¬ 
cates to which they are supposed to relate; and not in¬ 
frequently there is an interchangeable use of the words 
“shares", “stocks", “dividends" and “interest” and 
of “profitand “earnings". It would be impossible 

for anvone to take the Code, the Bv-laws and the cer- 
• * 

tificates issued and harmonize them bv anv literal con- 
struct ion of those documents. Nothing but the actual 
operation of the association, its uniform practice and 
dealing with its patrons and its uniform treatment and 
handling of accounts on its books could reconcile and 
determine what was contemplated by the various cer¬ 
tificates which it issued to stockholders and others. The 
Secretary of the association, therefore, was brought to 
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Washington to testify fully in respect of these things 

and he did so most impartially, having been subject to 

practically no cross-examination and not a statement 

made by him having been contradicted or disputed. 

The testimony, therefore, was wholly to explain the 

meaning and effect of the various certificates that were 

issued and recognized and understood bv his as^ocia- 

tion and its various patrons and stockholders since its 

organization. In speaking of the value of such lesti- 

monv as an aid to the construction of a document that 
* 

is not perfectly clear the Supreme Court in the case of 
Case Mfg. Co. v. Soxman, et ah, 138 U. S. 431, saicj: 

“The parol testimony thus admitted wa^ not 
to contradict the language of the written con¬ 
tract, but to explain any doubt as to its mean¬ 
ing, and to fortify the claim of the defendants 
that the subsequent acceptance of the notes of 
the limited liability company was no departure 
from the thought of the original contract, b^it a 
well-understood and intentional recognition of 
its real meaning. We see no error in the admis¬ 
sion of this testimony.” 

And in the case of Burt v. Hattie, supra , the Supreme 
Court of Ohio very pertinently observed: 

“If we can understand the word ‘dividend! 7 in 
the sense of interest and the word ‘stock’ in |the 
sense of debt, so that ‘certificates of stock’ jvill 
mean ‘certificates of indebtedness’ and ‘prefer¬ 
red stockholders’ mean ‘preferred creditors’! or 
‘preferred certificate holders,’ there is jno 
trouble in so interpreting the act and making all 
its provisions harmonious and constitutionjal. 
* * * To call a thing by a wrong name d<j>es 
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not Change its nature and interest is not changed 
into a ‘dividend’ by calling it a dividend. Noth¬ 
ing is more common in construction of statutes 
and contracts than for the court to correct such 
self-evident misnomers by supplying the proper 
words.” 

See also Lowrey v. Hawaii, 206 U. S. 206; District 
of Columbia v. Gallagher, 124 IT. S. 505; Topliff v. 
Topi iff, 122 U. S. 121; Woodard v. Glemvood Lumber 
Co., 171 Chi. 513; Smith v. Cucamonga Water Co., 160 
Cal. 611; Mayberry v. Alhambra Addition Water Co., 
125 Cal. 444; Candelaria v. Columbia Nat. L. Ins. Co., 
60 Colo. 340, 343; New Brantner Extension Ditch Co. 
v. Kramer, 57 Colo. 218; Buckhorn Plaster Co. v. Cons. 
Plaster Co., 47 Colo. 516. 

Point III. 

Since the transactions involved in the agreements 
evidenced by the certificates of full paid and pass book 
shares were completely executed so far as concerned 
the promise to pay contained in the certificates, it 
would be wholly immaterial whether the promise to 
pay, the actual payment made, or the understanding 
and construction placed upon the agreement by the 
parties, was to any extent ultra vires or at variance 
with any statutory provision, or provision of the by¬ 
laws; especially since both parties had received di¬ 
rectly profits from the transaction; and a private 
party—a stranger to the transaction—cannot question 
the want or abuse of power;of a party corporate. 

We are not dealing here with an executory contract 
nor with a contract in which there has been perform- 


ance by only one party. We are dealing with some¬ 
thing that happened years ago—a completed transac¬ 
tion, the essence of which was that certain individuals 
from time to time, respectively, deposited various 

v had 


sums of money with the appellant with whom tlicJ 
an account. Each time these deposits were ma^le by 

with 
i aded 


the separate individuals an entry crediting hiip 
the deposit was made in his pass book, which is hi 


“Fidelity Savings & Loan Association in account 
with —Each time he withdrew a part of h;s de¬ 
posits an entry was made in the same pass book deb¬ 
iting his account that much. There was computed 
interest, semi-annually, at the rate of 5 per cent per an¬ 
num on the minimum monthlv balances shown in 
another column in the pass book, being in eacjh in¬ 
stance the difference between the deposits and jwith- 
drawals. This is not a case of paid in stock of a corpo¬ 
ration which remains outstanding so long as the cor¬ 
poration is in existence. These are not corporate 
stocks we are dealing with. Thev are merelv accounts 
whereby the corporation has received the benefit of the 
use of the depositor’s monev which enabled it to de- 
clare dividends among its real stockholders at J*ates 
varying from 12 per cent to 1G per cent after paving 
the depositor the interest on his deposits which he 
contracted for. Whether the transaction so conj 
mated and completed was in accordance with the 

fornia Code of Laws or with the by-laws of the isso- 

* 

eiation or anv of its rules is wholly immaterial. In 
short, since both parties have received their piiofits 
from the completed transaction entered into as a con¬ 
tract, neither one may now complain that the corpora- 


sum- 

Cali- 
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lion was not authorized by law to enter into a contract 
for the payment of interest. We do not, of course, 
mean that the contracts evidenced by these full-paid 
certificates and pass book certificates were not within 
the contemplation of the statute and the By-laws for 
we have shown that they were what was contemplated, 
but we mean to sav that even if what has been done 
was ultra vires the corporation, it can not change the 
character of the transaction so as to make it some¬ 
thing- which it was not. The Commissioner of Internal 
Revenue, as the courts have frequently held, is not a 
party to contracts between individuals but a stranger 
to them and has no interest in such matters. He must 
assess the tax imposed by law upon such transactions 
as the taxpayer engages in. It is not his business to 

sav whether the transaction was lawful or unlawful. 
* 

If the effect result in the receipt of net income he is 
authorized to assess the tax. It is unlawful for anv 
person, firm or corporation to engage in the business 
of selling intoxicating liquors, but if he do so and make 
a profit or derive a net income from it, is it possible 
that he is:not liable for the payment of income taxes 
simply because he did something which he was not au¬ 
thorized bv law to do? The income tax laws are not 
for the purpose of regulating business or of supervis¬ 
ing the method of carrying on business. It is a statute 
of repose to be applied to results of transactions en¬ 
tered into for profit. If one’s net income be derived 
from unlawful or unauthorized business his status as a 
taxpayer is not thereby altered. Notwithstanding the 
illegality of his business he is entitled to have his 
liability for taxes computed in exactly the same way 
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and upon the same basis as that of any other person 
who may have derived his income through the conduct 
of a lawful trade or business. The statute makes no 
distinction in respect of the kind of business in which 
one is engaged. 

If dividends paid by a corporation were deductible 

under the revenue laws from its gross income would 

vou listen to a contention bv us that while tlie evidence 
* * 

shows plainly that interest was in fact paid upon de¬ 
posits and the parties concerned so understood and 
the payments had uniformly been treated as interest 
in the ordinary course of the corporation’s business 
over a period of 20 years, they were nevertheless 
dividends of profits? You would probably say to us in 
the words of Sir Oliver Goldsmith: “Your actions 
speak so loudly I can not hear what you sav.” 

In the case of St. Louis, V. & T. II. R. Co. v„ Terre 
Haute & I. R. Co., 145 U. S. 393, Air. Justice Gray in 
dealing with the question of ultra vires contracts which 
had become executed as distinguished from those 
which were merelv executorv, states: 

“The general rule, in equity, as at law, is in 
pari delicto potior est conditio defendentis; 
and, therefore, neither party to an illegal con¬ 
tract will be aided by the court, whether to en¬ 
force it, or to set it aside. If the contract is 
illegal, affirmative relief against it will not be 
granted, at law or in equity, unless the contract 
remains executory, or unless the parties are 
considered not in equal fault, as where t|ie law 
violated is intended for the coercion of the one 
party and the protection of the other, or where 

4 1 
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there has been fraud or oppression on the part 
of the defendant. Thomas v. Richmond, 12 
Wall. 349, 355; Springs Co. v. Knowlton, 103 
U. S. 39; Story, Eq. Jur. sec. 298. 

< i * • • 

“When the parties are in pari delicto , and 
the contract has been fully executed on the part 
of the plaintiff, by the conveyance of property, 
or by the payment of money, and has not been 
repudiated by the defendant, it is now equally 
well settled that neither a court of law nor a 
court of equity will assist the plaintiff to re¬ 
cover back the property conveyed or money 
paid under the contract. Thomas v. Richmond, 
supra; Averst v. Jenkins, L. R. 16 Eq. 275, 
284.” See also Union Trust Co. v. Illinois Mid¬ 
land R. Co., 117 U. S., 434; Chase, etc., Co. v. 
National Trust, etc., Co., 215 Fed. 633; Denver 
F. Ins. Co. v. McClelland, 9 Colo. 11; Parish v. 
Wheeler, 22 N. Y. 494. 

The rule is very clearly stated in 14A Corpus Juris , 
319, sec. 2168 (6) as follows: 

“The general rule is that ultra vires trans¬ 
actions are recognized as unasailable, and are 
permitted to stand as the foundation or rights 
acquired under them, after they have been fully 
performed on both sides.*’ (Citing cases.) 
“Where the parties are in pari delicto such 
transaction will not, as a general rule, be set 
aside because of want of corporate authority 
to make it. A frequently repeated judicial doc¬ 
trine is that the executed dealings of a corpo¬ 
ration must be allowed to stand for and against 
both parties where the plainest rules of good 
faith require it.’* (Citing cases.) 
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Even where the contract has been executed bv the 
other party but the corporation has received t}ie bene¬ 
fit of it, the law interposes an estoppel and jvill not 
permit the validity of the transaction to be questioned. 
Magee v. Pacific Imp. Co., 98 Cal. 678, 33 P<ic. 772; 
Main v. Casserly, 67 Cal. 127, 7 Pac. 426; Firth v. Los 
Angeles Pac. Land Co., 28 Cal. A. 399, 152 Pac. 935. 

That a private party, a stranger to the transaction, 
can not question the want or abuse of powei^ of the 
corporation is well settled. Genesee Nat. Exch. Bank 
v. Whitney, 103 U. S. 99; Union Nat. Bank v. Mat¬ 
thews, 98 U. S. 621; Bundle v. Delaware, etc.^ Canal 
Co., 14 How. 80. 

And so it is that the amounts involved in Connec¬ 
tion with these pass-books and the coupons on the full 
paid certificates have long ago been paid by the as¬ 
sociation as interest on its indebtedness. The appellee, 
therefore, may in no event maintain that although 
these parties contracted for the payment of interest 
and that it has at all times been treated as interest 

bv both of them and all of the records and accounts 
* 

so reflect these amounts and they are denominated in¬ 
terest in the contracts themselves or in the By-Laws 
or in both, there was no authority for the corporation 
to have contracted so to pay or to have in fact entered 
into such contracts as were contemplated by the lan¬ 
guage of these certificates and the By-Laws |of the 
corporation. 
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Point IV. 

The purpose, intent and. theory of the law contem¬ 
plates the imposition of a tax upon the net profits 
which an individual or corporation received during 
the taxable year in carrying on business or as the 
result of any separate or incidental transaction. 

There are three separate Revenue Acts involved, as 
we have explained, hut their general provisions are 
alike. For the present purpose we shall refer to the 
Revenue Act of 192G, which is the most recent of the 
three under which the taxes involved were asserted. 
The provisions of that Act may be found in 44 Slat. 
L. 10 et seq. Part III of the Act deals with the tax 
on corporations and begins with section 2.40, which 
levies a tax upon the net income of every corpora¬ 
tion. Section 231 exempts from the tax, however, cer¬ 
tain corporations, among which are domestic build¬ 
ing and loan associations substantiallv all of whose 
business was confined to making loans to its members 
(Par. 4) This association does not claim exemption, 
because it made no pretense of confining its business 
to making loans to its members and in fact made no 
loans to members. It concedes, therefore, that it is 
taxable as any other corporation, but it is not to be 
penalized because it is a building and loan association. 

The gross income of a corporation is defined in sec¬ 
tion 233 (a), in respect of a domestic corporation, to be 
the gross income as defined in sections 213 and 217, 
which relate to the gross income of individuals. Sec¬ 
tion 213 provides that gross income includes gains, 
profits and income derived from salaries, wages or 
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compensation for personal service of whatever kind 
and in whatever form paid, or from professions, vo¬ 
cations, trades, businesses, commerce or sales or deal¬ 
ings in property whether real or personal growing out 
of the ownership or use of or interest in such prop¬ 
erty; also from interest, rent, dividends, securities, 
or the transactions of anv business caried on for gain 
or profit, or gains and profits or income derived from 
any source whatever. The gross amount of ap such 
items is to be included in the gross income fjor the 
year in which received by the taxpayer. 


Section 232 of the Act defines net income 


of the 


i 

corporation to be the gross income less certain de- 

i a • it ii a • i j • r\A/i m i 


duct ions allowed bv section 234 and section 206. 
deductions from the gross income, therefore, in 
to determine the net income which is the thing 
are, under section 234, as follows: 

1. All the ordinary and necessary expenses p 


Those 

order 

taxed, 

aid or 


incurred during the taxable year in carrying oij busi¬ 
ness including a reasonable allowance for salaries or 
other compensation for personal service actually ren¬ 
dered and rentals; 

2. All interest paid or accrued within the taxable 
vear on its indebtedness; 

3. Taxes paid or accrued within the taxable 1 ! year 

(except of course the income tax itself and inclining 
all taxes of every kind paid to State, county, munici¬ 
pality) ; | 

| 

4. All losses sustained during the taxable year and 
not compensated for by insurance or otherwise;! 
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5. Debts ascertained to be worthless and charged 

off within the taxable vear; 

* * 

6. The amount received as dividends from another 
corporation; 

7. A reasonable allowance for the association’s 
wear and tear of property used in the business, includ¬ 
ing obsolescence; 

8. In the case of mines, oil and gas wells and other 
natural deposits and timber, a reasonable allowance 
for depletion and for depreciation of improvements; 

0. In the case of insurance companies other than 
life insurance companies, the amount required by law 
to be added to reserve funds. 

Section 201 of the Act provides: 

“Sec. 201 (a) The term ‘dividend’ when used 
in this title (except in paragraph (9) of sub¬ 
division (a) of section 234 and paragraph (4) 
of subdivision (a) of section 245) means any 
distribution made by a corporation to its share¬ 
holders, whether in money or in other property, 
out of the earnings or profits accumulated after 
Februarv 28, 1913.” 

It requires no stretch of the imagination to see that 
the practical purpose and intent of the law was to im¬ 
pose the tax upon what one has left after he lias been 
allowed to take out what he had to pay to get it. 
Every paragraph of the deductions specified in sec¬ 
tion 234 is reeking with that thought and purpose, for 
the Congress has attempted to provide for every kind 
and sort of business expense that one may incur in 
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connection with the earning of income. Tip money 
deposited by these pass-book holders and holders of 
full paid certificates did not belong to the corporation 
for if it did the holders of those certificates ccjuld not 
have withdrawn it at any time. If the deposits did 
not belong to the corporation, those individuals were 
creditors of the corporation and the latter was a 
debtor and the deposits constituted indebtedness. 

This association agreed to and did pay these pass¬ 
book holders a definite rate for the use of tneir de¬ 
posits until they were withdrawn. That was j one of 
the costs it incurred in carrying on its business 
whether vou call it interest or what not. Wei call it 

m/ 

interest because it is a rate per cent compute^ on a 
specific sum of money and the law provides for the 
deduction of such interest. A dividend is declared at 
a rate per centum or per share, not on a sum of i|nonev, 
but on the par value of the stock regardless of its 
cost or actual value. What the corporation made 
from using these deposits is the same as that | which 
any bank makes in using money deposited in savings 
accounts, and it constituted its gross income; jbut in 
order to obtain what it made through investment of 
these deposits; in order to (jet these deposits fpr the 
purpose of investing them, it had to pay these de¬ 
positors a certain rate per cent on specific sups of 
money which it acknowledged was the property ^f the 
depositor and subject to his withdrawal. To say that 
the interest paid for the use of the deposits is not de¬ 
ductible is to ignore the whole purpose, spirit and 
intent of those sections of the statute to whicth we 
have referred. 


Apart frbm this, attention is invited to section 201, 
supra, by which the statute defines the word divi¬ 
dends as used in the entire income tax title. Thus it 
is the amount which a corporation distributes (not 
merely pays) to its shareholders out of the earnings 
or profits accumulated after February 1913. The dis¬ 
tribution is made out of the earnings or profits that 
have accumulated. Is it possible for any corporation 
to accumulate its gross earnings or gross income? 
Certainly not. It must pay its debts and obligations 
and what is left of its earnings it mav accumulate. 
Such earnings are synonymous with profits. There¬ 
fore these dividends are distributions made out of ac¬ 
cumulated profits or earnings that remain after all 
obligations have been met. It is apparent, therefore, 

that bv the verv definition of the statute the amounts 
» • 

which appellant was compelled to pay on these pass 
books and upon presentation of these interest cou¬ 
pons did not constitute a distribution among its stock¬ 
holders of accumulated profits or earnings at any 
time since February 1913 or before. This is an in¬ 
direct way of dealing with the specific question in¬ 
volved in this appeal which is not whether the amounts 


involved are dividends but whether these amounts are 

interest on the indebtedness of the association under 

the provisions of paragraph 2 of section 234 of the 

statute. If tliev are not interest tliev are not deduc- 

• • 

tible whether they are dividends or something else. 
It is at least certain that they are not the kind of divi¬ 
dends defined in the statute. 

To deny appellant the right to deduct these amounts 
computed on the deposits of money received by the 
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association which it was obligated to returi} on de¬ 
mand is to offend the clear purpose, spirit and intent 
of the income tax laws. 

Point V. 

What may or may not be the statutory ordet of dis¬ 
tribution of assets of a corporation upon dissolution is 
not to any extent determinative of the naturb of its 
receipts, its disbursements or its executed co 
during its solvency. 

At the outset appellant had not dissolved I at any 
time during the period involved in these appeals. For 
the sake of argument, however, let us suppose that 
in 1930 appellant had dissolved. At that time what 
possible effect could the right either to distribution 
as a creditor or as a member or what not of those who 
were then pass book holders or holders of frill paid 
certificates have upon those who, during the} years 
1921 to 1920 inclusive, had deposited with appellant 
various sums of monev, had received interest on it 
and had withdrawn all their deposits so that none of 
them in 1930 was a holder of either form of these cer¬ 
tificates. Obviously it could have no effect whatever 
for the so-called pass book or full paid stock is not 
corporate stock nor does it bear any resemblance to 
the stock of the ordinary corporation which when once 
issued must forever remain outstanding until t^ie cor¬ 
poration has in fact dissolved, at which time the| stock¬ 
holders are entitled only to a pro rata distrjbutive 
share in the net assets of the corporation remaining 
after all of its obligations and indebtedness have been 
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paid. Up to that time all that a corporate stockholder 
has, as represented by his certificate, is the mere right 
to share pro rata in the future profits of the corpora¬ 
tion, if any, and then only to the extent that out of 
those profits its Board of Directors shall declare a 
dividend. That right continues in everv share of that 
stock until the corporation is dissolved, regardless of 
who may be the owner of the stock in the meantime. 
With thesd pass book certificates and full paid coupon 
certificates we have a mere temporary relation of 
debtor and creditor, the rights of each being measured 
not by the law of corporations in respect of dividends 
but measured by the contract imprinted upon the cer¬ 
tificate and anv bv-laws that mav be referred to 

* * * 

therein. Is it possible then for one to say that these 
pass book holders and coupon certificate holders in 
1021 received dividends instead of interest, which was 
the thing agreed to be paid them, merely because, if 
the corporation should ever dissolve, others, who may 
then be pass book and coupon certificate holders, and 
who did not succeed to any rights the former de¬ 
positors had, would have a right to demand a return 
of their deposits. Apart from that, whatever may be 
the priority in the payment of the creditors of such an 
association upon dissolution does not change the 
status of creditor. Moreover, after the payment of 
the creditors, including pass book holders and coupon 
certificate holders and anv other debts the association 
might have owed, the balance of its assets belong to 


the permanent and installment stockholders. The 


permanent stockholders are not to collect upon disso¬ 


lution a certain sum with any interest or other amount 
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computed tliereon at a rate per cent based updn what 
they paid for their stock. What they get is the bal¬ 
ance of the assets, whatever they may be and of what¬ 
ever value, and such assets are to be distributed pro 
rata among those stockholders. 

This point lias been discussed for the sole reason 
that the appellee in his brief before the Bojird of 
Tax Appeals based nearly his entire contention that the 
amounts paid these certificate holders were dividends, 
upon what would happen at some future datej if the 
association should be dissolved. 

Point VI 

To treat as dividends of profits amounts paid on full 
paid and pass book certificates would amount to gross 
discrimination in interpreting and applying the in¬ 
come tax laws. 

It seems almost too obvious for argument that these 

pass-book accounts and prepaid certificates should be 

treated bv the Internal Revenue Bureau in the same 
* 

manner that it treats savings pass-book accounts and 
certificates ot* deposit issued by a savings bank or the 
savings department of any commercial bank. There is 
no sound rule of reason within the realm of logic to sup¬ 
port any real, substantial distinction. The application 
of our income tax laws is, as the Supreme Couijt has 
said innumerable times, a practical matter. Certainly 
we should never seek to find some technical basis upon 
which to levy a tax. It is burdensome enough wheln the 
duty to tax is clear. Any distinction between the de¬ 
posits and installment deposits of the prepaid and J?ass- 
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book certificate holders in the case at bar and certifi¬ 
cates of deposits and savings accounts as related to 
banks can only be founded upon fiction and not fact. 
It would, therefore, be gross injustice as well as rank 
discrimination to denominate as interest, compensa¬ 
tion which a bank pays to its depositors, and to de¬ 
nominate as dividends the compensation which the 
building and loan association pays to its depositors. 
What is paid in each case is the same thing; but, more 
important, the reason why each one compensates the 
depositor is identical. 

In the case of In re Western States Building-Loan 
Association, decided in 1931 by the District Court for 
the Southern District of California, 50 Fed. (2) 632, 
wherein the building and loan association involved was 
one of those guarantee or permanent stock associations 
especially provided for in the California law, the court 
in holding these so-called shareholders creditors, said: 

“It is provided by the California law that 
building and loan associations shall have what 
is known as ‘guarantee stock,’ which becomes 
permanent capital, and is required to remain as 
suclp and is subject to the liabilities attached 
to paid-in capital stock of other classes of com¬ 
mercial corporations. It is provided that the 
guaranty stock ‘shall protect and guarantee all 
other stockholders and creditors against any 
loss. * * * (Civ. Code Cal. Sec. 634 (d). With 
the capital stock as a supporting basis, building 
and loan associations invite public patronage in 
investments, and, while these patrons might con¬ 
ventionally be called depositors, their deposits 
are applied in the purchase of other classes of 
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shares listed as ‘installment shares,’ ‘full paid 
shares,’ ‘pass book shares.’ The depositor or 
shareholder received interest on his investment 
or deposit.” 

It should alwavs be remembered that, without anv 

m/ 7 *r 

limitation or restriction, other than that which a bank 
may reasonably impose upon its savings depositors or 
provide in the issuance of certificates of deposit, the 
holders of the certificates in dispute here havjj the 
right to withdraw at anv time the amount of itlieir 
deposits. One who has the right so to withdraw! is a 
depositor and his status is that of creditor. They may 
not be classed as holders of preferred stock of a cor¬ 
poration as the Board of Tax Appeals has, in its opin¬ 
ion, classed them, without the support of a single au¬ 
thority to sustain its action. Any so-called preferred 
stock which upon its face permits the holder to with¬ 
draw the sum of money he paid for it plus an amjount 
computed at a given rate per annum regardless of 
whether the corporation has at that time realized] any 
net earnings or net profits, is not preferred stock. 
There is no difference between preferred stock and 
common stock of a corporation except as its name im¬ 
plies so far as concerns its right to share in the profits 
of the corporation. Its right is preferred to that of 
the common stock and out of the profits the holders of 
preferred stock must first be paid before the common 
stockholders may share. AVliat is left of the profits 
after payment of the dividends to the preferred stock¬ 
holders the common stockholders mav have distributed 

i 

among them by proper resolution of the board of di^ec- 
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tors. There are all sorts and kinds of so-called pre¬ 
ferred stock and guaranteed preferred stock but so far 
as concerns the application of the United States income 
tax laws the name of the stock means nothing. A glar¬ 
ing illustration of that is seen in the case of Arthur R. 
Jones Syndicate v. Commissioner of Internal Revenue, 
supra. In that case the state law imposed certain local 
taxes on bonds issued by corporations. In order to 
escape payment of such local taxes the corporation 
issued certain certificates which it denominated “pre¬ 
ferred stock” on which a definite rate per cent was to 
be paid. Subsequently, it got into difficulty with the 
Internal Revenue Bureau because it had denominated 
the certificates “preferred stock”. The Revenue De¬ 
partment took the position that the amounts paid to 
the holders of the so-called preferred stock certificates 
were dividends, and if tliev were tliev could not be 
deducted from the corporation’s gross income in de¬ 
termining its taxable net income. The corporation, 
however, protested and frankly admitted that the cer¬ 
tificates were denominated preferred stock in order to 
avoid the State tax—not any Federal tax. The Cir¬ 
cuit Court of Appeals ignored the name given to the 
certificates, looked into the facts and circumstances 
surrounding their issue, and the contract therein repre¬ 
sented, and to its conclusions applied the Federal in¬ 
come tax law. It held the transaction to be one that 
created indebtedness and the amounts paid to be in¬ 
terest and not dividends. It also intimated that it was 


of no concern to the Federal government, and had 
nothing to do with any right to impose taxes, that the 
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corporation may have attempted by its scheme to avoid 
State taxation. j 

The power of Federal taxation is not controlled, 
qualified nor governed by State statutes nor corporate 
by-laws. It is interesting to note what the Circuit 
Court of Appeals, First Circuit, had to say in th|e case 
of Boston &• Maine K. R. v. U. S., 265 Fed. 578: 

I 

“We view that state statute as one having an 
entirely different purpose than that of the fed¬ 
eral Excise Tax Law, because it apparently)seeks 
to establish a basis upon which steam and elec¬ 
tric railroads and street railways may finance 


their systems. But, however this may be, 
is nothing in the Massachusetts statute 


there 

jvhich 


indicates that it was intended as a statute to 
establish a basis for federal taxation; and, if 
there were, it would liardlv be seriously con- 
tended that a state statute would operate to 
abridge or impair the authority of the federal 
government, in its own right, to lay a tax, to be 
enforced under its own terms, under a single 
rule, and uniformly throughout all the states. 

“If the principle were once accepted thalt the 
express terms of a federal law imposing a| fed¬ 
eral tax may be abridged, or enlarged, by force 
of local statutes, the general government, as a 
result, would be forced to adopt different stand¬ 
ards, and differing rules of taxation among the 
states—varying in accordance with the differ- 
ing statutes of the various states, though the 
power to tax for federal purposes resides With 
a single entity and emanates from a central and 

O v 

paramount government. And, as a result of such 
diversity, there would be no uniformity, though 
governments exercise the essential and nqces- 
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sary power to impose the burdens of taxation 
under the impulse of the rightful and govern¬ 
ing principle involved in the cardinal idea of 
uniformity. ” 


Before concluding this discussion it is of import to 

note that for at least the past 20 years the only kinds 

of building and loan associations which have existed in 

the United States are those created bv the statutes of 

* 

the several States. As time has passed the scope of 

their authoritv as well as the manner of conducting 

their business has changed vastly, so that the present- 

dav, modern, association as tliev are created bv stat- 

ute in some states has little more than a traditional 

resemblance to the original unincorporated building 

societv as it was first brought to this countrv by the 

Earl of Selkirk. Originally, such associations were 

composed of a certain definite number of individuals, 

each of whom was to contribute a certain sum weeklv 

* 

or monthly for a definite period and anyone failing 
to contribute when his payment was due was subjected 
to a fine. When all the payments had been made and 
the period for which the association had been created 
terminated the money thus paid in was offered to that 
one of the members or contributors who offered to pay 
the highest premium for the use of it. Such associa¬ 
tions as that do not even exist todav nor are tliev of 

* » 


much benefit to a community. The increasing trend in 


the United States has led to the accumulation of funds 


through deposits made by people who are in the nature 
of investors or depositors to whom the association 
agrees to pay a definite rate for the funds so fur- 
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nished, according them also the right to withdraw 
their deposits. Those deposits formed the nubleus in 
most forms of the associations existing in this (country 
from which it makes loans to its borrowing members 
who pay to the association a higher rate of interest for 
the loan than the association pays the depositors. The 
difference after deducting the expenses of operation, 
is the net profit which may be declared or distributed 
among members of the association according to 
the by-laws (U. S. v. Cambridge Loan & Bldg. 
Co., 278 U. S. 55). Latterly, there havel come 
into being in a number of States what are known as 
“permanent” or “guarantee stock” associations, the 
purpose of which is to provide a greater safeguard to 
the depositors and members. They exist not only in 
California but in Indiana, Kansas and several other 
States. When they are formed and the guaranty or 
permanent stock issued, they become the corporate 
capital (In re Western States B. L. Asso., mtpra). 
With such associations, therefore, the application of 
the underlying principles relating to serial and other 
earlier forms of associations are verv limited. Judge 
Endlich who wrote, in 1895 and earlier, was perhaps 
the best authority on the principles underlying earlier 
types of building and loan associations and those 
which existed at the time of his writing, and while 
the sort of associations that exist today in some States 
might have been foreign to his treatise on the subject, 
he does take notice, however, of the fact that |manv 
things that were then considered foreign to building 
and loan associations were permissible under iState 
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statute. Under the heading: of “depositors'’, Section 
56, of his treatise on the law of building- associations, 
second edition, it is interesting to note the following 
views therein expressed by him: 


“Sec. 56. There is, where it is permitted by 

law to exist, a class, known as ‘depositors'— 

persons who, without fully entering the circle of 

the society’s membership, and becoming liable 

to all its duties, and sharing in all its benefits, 

use its treasury as a savings bank, in which to 

deposit, from time to time, small sums of money, 

with the privilege of drawing them, at their 

pleasure, thereafter, under certain restrictions, 

and with the addition of interest at a certain 

moderate rate. These people are not properly 

members. Their legal status depends largely 

upon the construction of statutory provisions, 

under which the societv mav or mav not have 

» » * 

the right to take their money, and according to 

which in anv case the safetv of their own de- 
» • 

posits may be materially imperiled. Thus, 
where depositors had given their money to a 
building association having no power to borrow, 
the depositors were subsequently held bound by 
the rules of the association bv which the ad- 
vaneed shareholders, who had repaid their loans 
and extinguished their stock, were discharged 
from all connection with the society, and could 
not, consequently, be called upon for contribu¬ 
tion towards the payment of the society’s debts, 
which consisted largely in balances due these 
depositors. On the other hand, where an asso¬ 
ciation, without authoritv from statute or bv- 
laws, had received deposits from strangers, 
and had become insolvent, it was held that it 
would be grossly inequitable and unjust to per- 



mit the members of the association, who enjoyed 
the benefit of the deposits, to say that those from 
whom the money was received were not credi¬ 
tors of the association, and accordingly thev 
were declared to be such, and their claims to be 
payable out of the assets ahead of the cjlaims of 
members as such.” 


The views of the modern writer are expressed in 
Section 39 of Sundheim on Building and Loan Asso¬ 
ciations (1923 Edition), where the following Appears: 

I 

“Depositors constitute another so-called class 
of membership in building and loan associations 
which exist in some jurisdictions and is a, radical 
departure from fundamental principles. These 
associations receive deposits at a fixed rate of 
interest in the same manner as banks and trust 
companies. The amount of interest paid is 
usually about 5 per cent, or one or two per cent 
less than the actual earnings of the associations, 
which makes an additional profit for the share¬ 
holding members. These deposits may t^e made 
or withdrawn at anv time, and in anv amount, at 
the convenience of the depositor. The payments 
being* entirelv voluntary, no fines are or may be 
charged. The right to receive deposits by a 
building and loan association depends upon the 
statute under which it is incorporated, arjd such 
statutes have been held constitutional, as it is 
said they do not confer banking powers. If an 
association received such deposits without au¬ 
thority, it would no doubt be considered as bor¬ 
rowed money, and the depositors would be credi¬ 
tors of the association, and in cases of in¬ 
solvency, entitled to participate as general credi¬ 
tors in preference to stockholders. 
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“The receiving of deposits by building and 
loan associations is, in the opinion of the writer, 
essentially wrong. The fact that it has added 
large sums to the assets of the association is no 
justification for its existence. It can only be 
characterized as a dangerous embarkation in the 
banking business for which building and loan as¬ 
sociations are unfitted.” 


These deposits, the Board in its opinion, has de¬ 
nominated “preferred stock” which we regard purely 
as a superficial statement. The only case the Board 
has cited in its opinion upon the questions now before 
this Court iis its own previous decision in the case 
of Doan Savings & Loan Co. r. Commissioner, 12 
B. T. A. 772, decided in June, 1928. The Board's de¬ 
cision in that case became a complete nullity by vir¬ 
tue of the decision of the Supreme Court in IT. S. r. 
Cambridge Loan & Building Co., 278 IT. S. 55, decided 
in November of the same year. Moreover, the Doan 
association was not a permanent or guarantee stock 
association and was not authorized to issue such stock. 


More important, however, is the fact that both the 
running and full paid stockholders in the Doan case 
were, so long as they were members of the associa¬ 
tion, liable for their pro rata share of the losses of 
the association based upon their interest therein, such 
as the installment stockholders in the case at bar. The 
running stockholders in that case like the installment 

stockholders in the case at bar could withdraw onlv 

•> 

if they were not in arrears in payment of their dues. 
As a matter of fact the running stockholders in the 
Doan case were the borrowing members. Associations 
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in Ohio operate quite differently from associations in 
California or associations in Pennsylvania, New Jer¬ 
sey, and other States. In Ohio the running or install¬ 
ment member or stockholder is the borrowing mem¬ 
ber. In seeking a loan from the association he be¬ 
comes a member under its bv-laws bv subscribing to one 

q. 

or more shares of stock. He then gives the associa¬ 
tion a mortgage upon his property to secure ti e loan 
desired. When his loan, with interest, is repaid by 
the periodical installment payments he makes tfiereon 
plus semi-annual dividends declared only out of the 
profits of the association and credited to him, his rela¬ 
tions with the association are at an end and his stock 
cancelled. Thus it will be seen that the two classes of 
stockholders in the Doan case not only received divi¬ 
dends out of profits and are liable for losses of the as¬ 
sociation but their money is paid to the association at 
tlie risk of the business. The entire opinion of the 
Board relating to the questions at issue here is con¬ 
tained at pages 59-61 of the record. 


Point VII. 

The Board erred in excluding from the evidence 
the letter from the Internal Revenue Department to 
Clarence H. Lee and the Ruling made by the general 
counsel of the bureau concerning appellant and other 
California associations. 

At the trial of the case before the Board counsel 
for appellant offered in evidence the ruling whicji was 
made by the Commissioner of Internal Revenue in the 
form of an approved memorandum to him froJn his 
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General Counsel, which dealt specifically with appel¬ 
lant and certain other building and loan associations 
in California. The ruling is set forth in the record 
on pages 101-106 as Exhibit 11 for identification. The 
purpose of the offer was to show what had been the 
executive construction of the statute which is alwavs 
deserving of consideration. The offering of this rul¬ 
ing and the Board’s action thereon is set forth at 
pages 72 to 77 of the record. The Board refused ad¬ 
mission of! the ruling because it held it to be irrele¬ 
vant to the issue involved in this case (R. 73). We 
take the position that the ruling was admissible be¬ 
cause it was approved bv the Commissioner and trans¬ 
mitted to the appellant. If it had merely been an 
inter-bureau communication from the General Coun¬ 


sel to the iCommissioner, which had not been issued 
to anyone, a copy of which, if obtained in any manner 
other than through direct issuance bv the Commis- 
sioner, would not be admissible because it would rep¬ 
resent nothing more than the expression of the Gen¬ 
eral Counsel’s opinion to the Commissioner, which is 
not executive unless accepted by the Commissioner 
and used. The Commissioner did approve this recom¬ 
mendation of the General Counsel and issued it to ap¬ 
pellant. While it is not shown definitely in the record, 
counsel for the appellee stated (pp. 76, 77) that the 
ruling in question was later revoked and we do not 
question it, but neither its revocation, nor the reason 
for it, was issued. We do not contend that the Com¬ 
missioner of Internal Revenue is bound in this case by 
that ruling. We concede he had the right to revoke 
it at any time prior to his application of it to this 


i 
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case. We did not offer the ruling as decisive of the 
issue, for it is not; nor do we wholly agree with the 
conclusions in the ruling; but it was offered to show 
the executive construction that had been placed upon 
the statute, and that, we maintain, is relevant to the 
issue and the court is entitled to know what it was. 

Appellant also offered in evidence at the hearing be¬ 
fore the Board the original letter which Clarence H. 
Lee, who was secretary of the association, had received 
individually from the Collector of Internal Revenue at 
Los Angeles (R. 99, 100). That letter, which was ' 1o ted 
August 18, 1927, was sent sometime before the :ruling 
which we have .just discussed. It is apparent from 
the letter that Mr. Lee had treated as interest the 
amounts paid him upon the certificates of the kind in 
question here and had therefore paid both the normal 
and surtaxes imposed by the income tax laws. It fur¬ 
ther appears that the Commissioner regarded the 
amounts paid by these associations on the certificates 
in question as dividends, and if that were so Mi(. Lee 
was only liable to pay surtaxes. Accordingly, 'there 
had been refunded to him the taxes set forth in page 
100 of the record which represented the normal tax he 
had paid. After reciting this the letter proceeded to 
state: 

“Inasmuch as it has been definitely Estab¬ 
lished that income received by taxpayers from 
such a source constitutes interest on money 
loaned and is subject to both normal tax and 
surtax, it is apparent that the allowances in 
favor of Clarence H. Lee, indicated abovej are 
erroneous. ’ ’ 
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And so in 1927 the Commissioner of Internal Reve¬ 
nue Bureau had considered the amounts paid upon 
these certificates to be interest and that letter was 
offered to prove executive construction of the statute. 
Its admission, however, was denied by the Board of 
Tax Appeals upon the ground that it, too, was irrele¬ 
vant to the issue. For the reasons stated in respect of 
the ruling of the General Counsel, approved by the 
Commissioner, we think the Board erred in refusing to 
admit the letter. 


Point VIII. 

If any doubt arise as to the tax liability of appellant 
by reason of the payments made by it to the holders of 
full paid and pass-book certificates it should be re¬ 
solved in favor of appellant and against the Govern¬ 
ment, especially where the latter has, over a substan¬ 
tial period of years, taken contradictory positions on 
the specific questions involved. 

It is quite sufficient here to merely recall the rule of 
statutory interpretation applicable to taxing statutes 
which the Supreme Court laid down at an early date 
and has uniformlv followed ever since. It is that in 
construing a taxing statute any doubt as to its mean- 
ing and intent must be resolved in favor of the tax¬ 
payer and against the Government. (Gould v. Gould, 
245 U. S. 151; Crooks v. Harrelson, 281 U. S. 706, 35 
F. (2d) 416; Benziger v. U. S., 192 U. S. 38; American 
Net & Twine Co. v. Worthington, 141 U. S. 468; Off 
et al . v, U. S., 35 Fed. (2d) 222; Eidman v. Martinez, 
184 U. S. 578, 583.) 
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That well-known rule is particularly applicable 

here, if the inconsistent and contradictory conclusions 

1 

as to the meaning: and intent of the statute, which the 
Government’s counsel and the Commissioner hive re¬ 
peatedly voiced after deliberate consideration, is an 
indicia of indefinite or doubtful language contained 
in the statute. The deliberate position taken by those 
charged with executive construction of the statute has 
been disclosed in the immediately preceding point of 
this argument. We do not, of course, think tha: there 
is any doubt as to the purpose, meaning, intent and 
spirit of the statute, but if there be any doubt, whether 
or not it arise through the vacillating views pf the 

ed in 


Internal Revenue Bureau, it must be resolv 
favor of the appellant by allowing as deductions from 

234 of 
were 


its gross income under paragraph 2 of section 
the statute the amounts in dispute here whicl 
paid by it as interest and which its members returned 
as interest and paid thereon to the Government both 
the normal and surtaxes. If, at this late date, after 
eleven years have passed, it be held that those 
amounts were dividends of profits it would enti :le the 
hundreds of thousands of former depositors to a re¬ 
fund of taxes from the Government because they would 
have onlv been liable for surtaxes and not the hormal 
tax. But the statute of limitations would prevent 
every single one of them from ever procuring Refund 
of tjie amounts which would thus be due. And so the 
Government would not only retain the taxes which 
had been collected unlawfully from these hundreds of 
thousands of depositors, but it would collect jagain 
from these associations. 

61 
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In conclusion, we wish to emphasize the fact that 
this association is not seeking to avoid or evade taxes 
lawfully due by it. For the year 1921 appellant con¬ 
cedes a net income of approximately $223,000, upon 
which the tax is $20,000. The Commissioner refused 
to allow the deduction of the interest paid, calling it 
dividends, and added to the net income, returned, $443,- 
000 which, with the other additions properly added, re¬ 
sulted in a deficiency or additional tax asserted of 
$46,000. 

For the year 1922 the net income conceded by ap¬ 
pellant is approximately $200,000, the tax on which 
is approximately $23,000. The Commissioner, how¬ 
ever, refused to allow the interest paid on the ground 
it was dividends and therefore added to the net in¬ 
come the total amount of that interest which was 
$332,000, thereby resulting in a deficiency or addi¬ 
tional tax asserted in the amount of $49,000. 

For the vear 1923 the net income returned was 
* 

$236,000 the tax on which was approximately $30,000. 
The Commissioner, however, refused to allow the in¬ 
terest paid on the subscription certificates, the paid 
up certificates and pass book certificates, aggregating 
$315,000, and he therefore found a deficiency or addi¬ 
tional tax due in the amount of $41,000. 

For the vears 1924,1925 and 1926 he found similarly 
deficiencies in the amounts of $33,000, $32,000 and 
$32,000, respectively. Those deficiencies were due 
largelv to the denial of the interest deduction. The 
taxes due and conceded to be due for those years by 
the association were for the year 1924, $25,000, for 


the year 1925, $23,000, and for the year 1926j $5,800. 
So for the six-year period appellant concedes j that its 
tax liability amounted to $128,800. By refusing to 
allow the interest in question to be deducted the Com¬ 
missioner has found the total tax liability for those 
six years to be $341,000, making an additional tax de¬ 
manded from appellant of $213,000, which we bontend 
is not taxes based upon the net income of appellant 
but to the extent of the additional amount claimed it 
is based entirely upon the gross income upoi^ which 
the law does not authorize the imposition of ta^es. 


Respectfully submitted, 

L. L. HAMBY, 

Attorney for Appellant, 

Transportation Building > 

Washington, p. C. 

C. W. DUDLEY, | 

Of Counsel, 

Wash., D. C. 
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In the Court of Appeals f ofr the District of 

Columbia 

October Term, 1932 
No. 5719 

Fidelity Sayings & Loan Association, appellant 

v . 

David Burnet, Commissioner of Intern^ Reve- 

nue, appellee j 

ON APPEAL FROM THE UNITED STATES BOARD OF TAX 

APPEALS 

BRIEF FOR APPELLEE 

PREVIOUS opinion 

The only previous opinion in the present case 
is that of the Board of Tax Appeals (R. |35-63), 
which is reported in 23 B. T. A. 1059. 

JURISDICTION 

This appeal involves income taxes for the years 
1921 to 1926, inclusive, in the total amount of 
$226,696.69, and is taken from a decision of the 

Board of Tax Appeals entered November 1^, 1931. 

(i) 
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(R. 64.) The case is brought to this Court by a 
petition for review filed April 21, 1932 (R. 65-69) r 
pursuant to Sections 1001-1003 of the Revenue Act 
of 1926, c. 27, 44 Stat. 9, 109-110. 

QUESTIONS PRESENTED 

1. Did the amounts paid by appellant to holders 
of its “Pass-book Stock” and/or its “Full-paid 
Capital Stock” during the years 1921 to 1926, in¬ 
clusive, constitute non-deductible dividend distri¬ 
butions, as contended by the Commissioner, or 
deductible interest payments, as contended by the 
appellant ? 

2. Did the Board of Tax Appeals commit revers¬ 
ible error in refusing to admit in evidence an opin¬ 
ion of the General Counsel relating to the appellant 
and various other building and loan associations of 
the State of California, and a letter dated August 
18, 1927, written by the Collector to Clarence H. 
Lee? 

STATUTES AND REGULATIONS INVOLVED 

Revenue Act of 1921, c. 136, 42 Stat. 227: 

i 

Sec. 234. (a) That in computing the net 
income of a corporation subject to the tax 
imposed by section 230 there shall be allowed 
as deductions: 

***** 

(2) All interest paid or accrued within the 
taxable year on its indebtedness, * * *. 

[Section 234 (a) (2) of the Revenue Acts of 
1924 (c. 234, 43 Stat. 253) and 1926 (c. 27, 44 Stat,. 
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"9) contains provisions identical with th^se of the 
1921 Act above quoted.] 

Treasury Department Regulations |62 (1922 
Edition): 

Art. 564. Interest .—Interest paid by a 
corporation on scrip dividends is an allow¬ 
able deduction. So-called interest; on pre¬ 
ferred stock, which is in reality a dividend 
thereon, can not be deducted in arriving at 
net income. In the case of banks and loan or 
trust companies interest paid within the 
year on deposits or on moneys received for 
investment and secured by interest-bearing 
certificates of indebtedness issued by such 
bank or loan or trust company m^y be de¬ 
ducted from gross income. 

[Article 564 of Treasury Department Regula¬ 
tions 65 and 69 is identical with the corresponding 
article of Regulations 62 above quoted.] 

STATEMENT OE EACTS 

During the years 1921 to 1926, inclusive, appel¬ 
lant was, and now is, a building and loan associa¬ 
tion, organized and doing business under fhe laws 
of the State of California (R. 10, 41), with 250,000 

shares of authorized capital stock, 1 divided into 

classes as follows: I 

| 

Installment Stock—three classes—known 
as Class “A,” Class “B,” and Class “C”; 

1 Par value of $100 each, or a total authorized capital of 
$25,000,000. (R. 42.) 
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Full-paid Stock, known as Class “D” 2 3 $ 
Permanent Stock, known as Class “E”; 
Savings Pass-book Stock, known as Class 
“F” 2 and Permanent Reserve Stock, Class 
“G.” (Italics supplied.) 

(R. 42.) 

The corporate by-laws provided that “Full-paid 
Stock” could be issued only on full payment in 
advance. The corporation bound itself to “pay 
cash dividends” at a rate not exceeding 7 per cent 
per annum semiannually.' 5 (R. 43.) The by-laws 
specifically provide that “This stock shall not fur¬ 
ther participate in profits” (R. 43), and the certifi¬ 
cates issued provide that, “In consideration of the 
rate of dividend paid hereon, it is agreed that this 
certificate shall not further participate in any sur¬ 
plus of earnings or profits” (R. 53). Such stock 
was made redeemable at the expiration of five years, 
provided six months’ advance notice was given by 
the corporation, or it could be surrendered by the 
holder at face value plus interest at any time “upon 
three months notice.” (R. 53.) 

During the taxable years here involved payments 
were made to holders of certificates of “Full-paid 
Stock” in amounts as follows (R. 54) : 

1921 _$265,000. 00 1924_$164, 561.72 

1922 _ 252,500. 00 1925_ 125, 641. 3S 

1923 _ 216, 350. 00 1926 _ 90, 434.60 

2 The payments here in question were made to holders of 
stock of the classes italicized. 

3 6 per cent was actually paid. (R. 53; R. 92, Exh. 2-A.) 
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“Savings Pass-book Stock” might be p^id for ir¬ 
regularly in time and amount. The corporation 
by-laws provided that “ Dividends on this ^tock will 
be declared out of the earnings semiannually, on the 
first days of January and July of each year, at a 
rate to be fixed by the Board of Director^—not to 

I 

exceed five per cent per annum.” 4 This Stock was 
retireable at any time by the Board of directors 
on thirty days’ notice (R. 43), and any stockholder 
was given the right to withdraw his investment at 
any time on such reasonable notice as the Board of 
Directors might require (R. 44, 50). j 

In December, 1925, appellant substituted for the 
“Savings Pass-book Stock” a pass-book form 
known as an “Installment Certificate of Invest¬ 
ment.” This change was made in order to comply 
with certain rulings of the Commissioner of In¬ 
ternal Revenue. The form of certificate whs sim¬ 
ilar to that issued for “Savings Pass-book $tock.” 
(R. 51; and Cf. Exh. 5-A with Exh. 5-B, R. 94.) 

During the taxable years here involved payments 
were made to holders of “Pass-book Stock” and/or 
“Installment Certificates of Investment” in the fol¬ 
lowing amounts (R. 52): 


1021_$47, 577. 42 1924_$9^, 430. 92 

1922 _ 56, 904. 25 1925_12.^450.06 

1923 _ 74.400. SO 1920_14$, 076.61 

In auditing appellant’s returns for the ye^rs in 
question, the Commissioner held that the payments 


4 The certificates actually issued provided for a 5 pdr cent 
rate. (R. 50; R. 94, Exh. 5-A.) 
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Full-paid Stock, known as Class “D” 2 3 $ 
Permanent Stock, known as Class “E”; 
Savings Pass-book Stock, known as Class 
“F” 2 and Permanent Reserve Stock, Class 
“G.” (Italics supplied.) 

(R. 42.) 

The corporate by-laws provided that ‘ 4 Full-paid 
Stock” could be issued only on full payment in 
advance. The corporation bound itself to “pay 
cash dividends” at a rate not exceeding 7 per cent 
per annum semiannually.'" (R. 43.) The by-laws 
specifically provide that “This stock shall not fur¬ 
ther participate in profits” (R. 43), and the certifi¬ 
cates issued provide that, “In consideration of the 
rate of dividend paid hereon, it is agreed that this 
certificate shall not further participate in any sur¬ 
plus of earnings or profits” (R. 53). Such stock 
was made redeemable at the expiration of five years, 
provided six months’ advance notice was given by 
the corporation, or it could be surrendered by the 
holder at face value plus interest at any time “upon 
three months notice.” (R. 53.) 

During the taxable years here involved payments 
were made to holders of certificates of ‘ 4 Full-paid 
Stock” in amounts as follows (R. 54) : 

1921 _$265,000. 00 1924_$164, 561.72 

1922 _ 252,500.00 1925_ 125,641.38 

1923 _ 216, 350. 00 1926 _ 90, 434.60 

2 The payments here in question were made to holders of 
stock of the classes italicized. 

3 6 per cent was actually paid. (R. 53; R. 92, Exh. 2-A.) 
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11 Savings Pass-book Stock” might be ppid for ir¬ 
regularly in time and amount. The corporation 
by-laws provided that “ Dividends on this ptock will 
be declared out of the earnings semiannually, on the 
first days of January and July of each year, at a 
rate to be fixed by the Board of Directory—not to 

i 

exceed five per cent per annum.” 4 This stock was 
retireable at any time by the Board of directors 
on thirty days’ notice (R. 43), and any stockholder 
was given the right to withdraw his investment at 
any time on such reasonable notice as the Board of 
Directors might require (R. 44, 50). 

In December, 1925, appellant substituted) for the 
“Savings Pass-book Stock” a pass-booy form 
known as an “Installment Certificate of Invest¬ 
ment.” This change was made in order to comply 
with certain rulings of the Commissioner of In¬ 
ternal Revenue. The form of certificate whs sim¬ 
ilar to that issued for “Savings Pass-book 
(R. 51; and Cf. Exh. 5-A with Exh. 5-B, jfl. 94.) 

During the taxable years here involved payments 
were made to holders of “Pass-book Stock” and/or 
“Installment Certificates of Investment” in the fol- 

i 

lowing amounts (R. 52) : 

1021 _$47, r,77. 42 1024_$9$, 436. 02 

1022 _ 56. 064. 25 1025_ 125,450. 06 

1023 _ 74.460. SO 1026_14^,676.01 

i 

In auditing apjDellant’s returns for the yehrs in 
question, the Commissioner held that the payments 

I 

-- i 

4 The certificates actually issued provided for a 5 p^r cent 
rate. (R. 50; R. 94, Exh. 5-A.) 









6 


made as above stated to holders of “ Full-paid Capi¬ 
tal Stock,” “Pass-book Stock,” and “Installment 
Certificates of Investment” represented dividends 
and not deductible interest on indebtedness, as con¬ 
tended by appellant (R. 55), and determined de¬ 
ficiencies accordingly (R. 12-14, 18-22, 26-29, 
32-38). However, the deficiency letters relating 
to the vears 1925 and 1926 made no distinction 
between payments on “Installment Certificates of 
Investment” and payments made on “Savings 
Pass-book Stock,” and the record fails to segregate 
these payments. (R. 52.) 

Appeals Were taken to the Board of Tax Ap¬ 
peals. (R. 9-11, 15-17, 23-25, 29-31.) During 
the course of the hearing the appellant offered in 
evidence a Memorandum of the General Counsel, 
Bureau of Internal Revenue, directed to the Com¬ 
missioner of Internal Revenue (R. 101-106, Exh. 
11), which, upon objection made by counsel for the 
Commissioner (R. 72-73), was excluded by the 
Board (R. 75-76)- Appellant further offered in 
evidence (R. 77-78) a letter from the Collector of 
Internal Revenue at Los Angeles to Clarence H. 
Lee (R. 99-101), which, upon objection by counsel 
for the Commissioner (R. 78), was excluded from 
evidence by the Board (R. 79). Upon final dispo¬ 
sition the Board affirmed the action of the Commis¬ 
sioner, holding that the payments made on the 
“Full-paid Stock” and “Savings Pass-book Stock” 
were dividends and not interest. (R. 61.) It re- 
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fused to consider whether the payments ^nade on 
“Installment Certificates of Investment” differed 
from the payments made on the “ Savings Pass¬ 
book Stock,” for the reason that the record did not 
indicate the amount of such payments and there¬ 
fore the appellant had failed to sustain the burden 
of proving the amount, if any, that was deductible. 
(R. 61.) 

Appellant brings the questions thus presented to 
this Court for review. (R. 65.) 

I 

SUMMARY OF ARGUMENT 

A taxpayer has no right to any deduction from 
gross income, except as authority for such deduc¬ 
tion is given by statute. I 

Appellant points to Section 234 (a) (2)i of the 
Revenue Acts involved, and asserts that the pay¬ 
ments made to the holders of its “ Full-paid Iptock,” 
“Savings Pass-book Stock,” and “Installment Cer¬ 
tificates of Investment” constitute “ interest 
* * * on its indebtedness,” within the meaning 

of those statutes. Payments made by a corpora¬ 
tion to its preferred stockholders do not constitute 
44 interest * * * on its indebtedness,” and, a 

fortiorari, payments made to other stockholders do 
not constitute such interest. Holders of stock of a 
building and loan association organized under the 
laws of California are stockholders and not [‘cred¬ 
itors.” Therefore, the payments made tcj such 
stockholders did not constitute interest on the cor¬ 
porate indebtedness. 

153187—33-2 
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Neither the Memorandum of the General Coun¬ 
sel to the Commissioner (R. 101-106) nor the letter 
of the Collector to Clarence H. Lee (R. 99-101) had 
any bearing upon any question of fact at issue, and 
therefore both were properly excluded from 
evidence. 

ARGUMENT 

I 

Payments made to appellant’s stockholders did not con¬ 
stitute u interest * * * on its indebtedness,” within 
the meaning of Section 234 (a) (2) of the Revenue Acts 
involved 

Appellant seeks a deduction for payments made 
to holders of its “Full-paid Stock,” “Savings Pass¬ 
book Stock,” and “Installment Certificates of In¬ 
vestment.” 5 It is well settled that before a tax¬ 
payer may successfully assert a right to take a 
deduction from gross income, he must be able to 

5 The record fails to distinguish between the amounts paid 
on the 44 Installment Certificates of Investment ” and the 
amounts paid holders of 44 Savings Pass-book Stock.” (R. 
61.) The burden being upon appellant to establish the 
amount of the allowable deductions, if any ( Burnet v. Hous¬ 
ton, 283 U. S. 223, 228; Union Tmst Co. v. Commissioner , 
54 F. (2d) 199, 201 (C. C. A. 6th); Pottash Bros. v. Burnet , 
50 F. (2d) 317, 320 (App. D. C.); National Piano Co. v. 
Burnet , 50 F. (2d) 310, 311 (App. D. C.)), it is entitled 
either to deduct the payments made on both of these classes 
of certificates or to deduct none of such payments. There¬ 
fore, it will be sufficient, for the purpose of this brief, to 
consider only the payments made on the 44 Savings Pass¬ 
book Stock,” omitting further reference to the 44 Installment 
Certificates of Investment.” In any event, there appears to 
be little, if any, distinction between them. 
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point to a statute expressly authorizing siich deduc¬ 
tion. Burnet v. Thompson Oil <Sc Gas Co J 283 U. S. 
301, 304; Planters’ Cotton Oil Co. v. Hdpkins, 53 
F. (2d) 825 (C. C. A. 5th), affirmed, 286 jj. S. 332; 
Pugh v. Commissioner, 49 F. (2d) 76, 77 j(C. C. A. 
5th), certiorari denied, 284 XJ. S. 642; Darby-Lynde 
Co. v. Commissioner, 51 F. (2d) 32, 33 (C. C. A. 
10th), certiorari denied, 284 U. S. 666; Consoli¬ 
dated Gas, Electric Light & Power Co. of Balti¬ 
more v. United States, 65 C. Cls. 252,259, Certiorari 
denied, 278 U. S. 612; New Creek Co. v. Lederer, 
295 Fed. 433, 435 (C. C. A. 3rd), certioraiji denied, 
265 U. S. 581. 

Appellant points to Section 234 (a) 

Revenue Acts involved, 6 and asserts that the pay¬ 
ments made to the holders of its “Full-paid Stock” 

i 

and its “Pass-book Stock” constituted “inter¬ 
est * * * on its indebtedness” within the 

meaning of those statutes. (Br. 54-55.) 

In considering the question thus presented, it is 
to be held in mind that payments made bv a cor¬ 
poration to its preferred stockholders do jaot con¬ 
stitute “interest * * * on its indebtedness” 

within the meaning of the above statutes. Article 

6 Section 234 (a) (2) of the Revenue Acts of 1921, 1924, 
and 1926, supra , p. —, provides: 

“ That in computing the net income of a corporation sub¬ 
ject to the tax imposed by Section 230 there shall be allowed 
as deductions: 

* * * * * 

“(2) All interest paid or accrued within the taxable year 
on its indebtedness. * * I 
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564 of Treasury Regulations 62, 65, and 69, supra, 
p. —/ This Court ( Finance & Investment Corpo¬ 
ration v. Burnet, 57 F. (2d) 444), and the Circuit 
Court of Appeals for the Ninth Circuit (Elko 
Lamoille Power Co. v. Commissioner, 50 F. (2d) 
595, 597; Angelus Building & Investment Co. v. 
Commissioner, 57 F. (2d) 130, 131) have so held, 
and, so far as we know, there is no decision to the 
contrary. If payments made to the preferred 
stockholders do not constitute “interest” on the 
corporate indebtedness, a fortiorari, payments 
made to common stockholders do not constitute 
such interest. Therefore, the problem presented is 
narrowed to the question whether the holders of 
appellant’s “Full-paid Stock” and/or “Pass-book 
Stock” are stockholders, as held by the Board of 
Tax Appeals, or creditors of the corporation, as 
contended by appellant. 


7 These Regulations provide that: 

u So-called interest on preferred stock, which is in reality 
a dividend thereon, can not be deducted in computing net 
income.” 

Article 564 of Treasury Regulations 45, promulgated un¬ 
der Section 234 (a) (2) of the Revenue Act of 1918 (c. 18, 
40 Stat. 1057) was the same, and a like provision was car¬ 
ried forward into Article 141 of Treasury Regulations 74, 
promulgated under Section 23 (b) of the Revenue Act of 
1928 (c. 852, 45 Stat. 791). 

Thus, it will be assumed that the administrative inter¬ 
pretation of the several statutes has met with congressional 
approval. Heiner v. Colonial Trust Co ., 275 U. S. 232, 235; 
Brewster v. Gage , 280 U. S. 327, 337; American Auto Trim¬ 
ming Co. s Michigan v. Lucas , 37 F. (2d) 801, 803 (App. 
D. C.). 


11 


Quite obviously the answer to the question thus 
presented is to be determined by the language of 
the stock certificates (Warren v. King , lp8 U. S. 
389, 396), read in the light of the corporate by-laws 
(Finance cf* Investment Corporation v. Burnet, ~ 
supra; Spencer v. Smith, 201 Fed. 647, 651 (C. C. A. 
8th)), and the laws of the State under winch the 
corporate charter was granted (In re Puget Sound 
Savings & Loan Ass’n, 49 F. (2d) 922, 925 (W. D. 
Wash.), McNamara v. Oakland, Etc., Ass’n, 131 
Cal. 336, 341). What the contracting parties had 
in mind when the stock was issued is of no im¬ 
portance. Elko Lamoille Power Co. v. Commis¬ 
sioner, supra, p. 597. In any event, it will not be 
supposed that the officers of the appellant intended 
to violate the laws of California or the general 
principles of law applicable to building a^id loan 
associations. Warren v. King, supra, p. 3p7. 

Turning to the statutes of California in force 
during the years here in question, we find that 
Section 633 of the Civil Code (1923) prescribes the 
purposes for which building and loan associations 
may be formed, and defines their powers as includ¬ 
ing the power to loan money and to permit 

* * * shareholders * * * to withdraw 
part or all of their payments, investments 
or stock deposits, and to prescribe th^ terms 
and conditions of such withdrawal; * * 

to receive money and to execute certifi¬ 
cates therefor, which must specify thje date, 
amount, rate of interest, and when the prin- 
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cipal and interest are payable, and also the 
withdrawal value thereof at the end of each 
year; * * * (Italics supplied.) 

Section 634 provides that— 

The capital 8 of every such corporation shall 
be divided into shares * * *, as pro¬ 
vided by the articles of incorporation, and 
shall be paid in by the subscribers in the 
manner provided by the by-laws. (Italics 
supplied.) 

It directs that certificates shall be issued to each 
shareholder on the first payment of dues by him and 
provides that— 

The capital 8 shall consist of the accumulated 
dues together with the apportioned profits 
of the corporation, and shall be accumulated 
by the issuance of shares in “installment” 
form and, where the by-laws shall so provide, 
in any or all the following forms, viz: “fvll 
paid,*’* “pass hook* or juvenile,” and 
“guarantee.” (Italics supplied.) 

Article VI of appellant’s by-laws (R. 94, Exh. 8) 
specifies its authorized capital stock, and divides 
it into classes following verv closelv the above stat- 
utory provisions. It provides (R. 94, Exh. 8-D) : 

8 Thus it is perfectly clear that the dues paid for the 
stock constituted appellant’s capital. See Coltrane v. Blake , 
113 Fed. 785, 792 (C. C. A. 4th). This indicates that the 
holders of the certificates were to be invested with the char¬ 
acter of stockholders of the corporation. Angelus Building 
dc Investment Co. v. Commissioner. 57 F. (2d) 130. 131 
(C. C. A. 9th). 

9 The stock here involved. 
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Section 1 . The authorized capital stock 
of this Association consists of 250,000 shares 
of a par value of one hundred dollars each. 

Sec. 2. Stock issued shall be designated as 
follows: T 

Installment Stock—three classes—known 
as Class “A,” Class “B,” and Ctyss “C”; 
Full-paid Stock, 0 known as Cla^s “D”; 
Permanent Stock known as Cla^s “E”; 
Savings Pass-book Stock / known as Class 
“F,” and Permanent Reserve Sto^k Class 
“G.” (Italics supplied.) 

The certificates issued conformed very closely to 
the statutes and by-laws. Thus, it is perfectly 
clear from the statutes, the corporate by-l^ws, and 
the certificates issued that both the “Flull-paid 
Stock” and the u Pass-book Stock” issued by ap¬ 
pellant constitute a part of the corporation’s capi¬ 
tal stock, and that holders of such certificates are 
stockholders , and not creditors . The highest court 
of California has so held. 

In Pacific Coast Sav. Soc. v. Sturdevabt, 165 
Cal. 687, the Supreme Court of California had be¬ 
fore it a claim on the part of holders of shares of 

stock similar to those here involved for claBsifica- 

. 

tion as general creditors on final distribution of 
the assets of the corporation, which had been ad¬ 
judicated to be insolvent. The claimants ih that 
case were in a more favorable position for classi¬ 
fication as creditors than those here, for the Reason 
that they had made demand for the withdrawal of 
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their investments. 10 The court held that the claim¬ 
ants were stockholders—not creditors—and hence 
not entitled to share with the general creditors 
upon final distribution. 11 

In Henry v. Continental Bldg., Etc., Assoc. 156 
Cal. 667, the petitioner borrowed money from the 
association, and as security for the payment of his 
notes executed a mortgage on certain real estate, 
and, further, pledged as collateral certain shares of 
the corporate stock. Upon foreclosure proceedings, 
he contended (p. 676) that he had a right to offset 
against the amount due on his notes, his payments 
on his stock, and its earnings. In denying him this 
right the District Court of Appeals said (p. 677): 

That the relations of borrower and stock¬ 
holder are separate and distinct, in associa¬ 
tions such as defendant’s assignor, seems to 
be well settled. 

The decision of the District Court of Appeals was 
affirmed by the Supreme Court of California. 
(P. 681.) 

A similar question was presented in Groover v. 
Pacific Coast Sav. Society, 164 Cal. 67, where the 
intermediate appellate court said that the question 

10 In stating the exact question the court said (p. 692): 
“ In other words, did they, by demanding payment of 

the value of their matured shares, cease to be stockholders 
and become creditors?” (Italics supplied.) 

11 The fact that they were not entitled to share with the 
general creditors is very decisive of appellant’s claim. 
Finance A Investment Corporation v. Burnet , supra , p. 445; 
Warren v. King , supra , p. 396. 
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presented was whether or not plaintiff “was en¬ 
titled to any credit on his note and mortgage for 
the amounts paid by him on account of the purchase 
price of his stock, or for the surrender vatye there- 
of * * V’ (P. 69.) In holding that he was 
not, the Supreme Court of California said (p. 82) : 

As a stockholder he has subscribed for capi¬ 
tal stock of the association upon which he 
has agreed to pay monthly dues and has as¬ 
signed such stock as collateral security for 
the loan. Under this contract of lban the 
payment of dues on his stock is not credited 
as a payment on his loan. Such paypent is 
on his purchase of the stock. In relation to 
such stock he is a stockholder and not a 

debtor . (Italics supplied.) j 

• ! 

The same view was taken bv the United States 

District Court for the Southern District of Cali¬ 
fornia in In re Guaranty Building & Loan Ass’n, 
49 F. (2d) 776, where it was held that stockholders 
in a building and loan association organize^ under 
the laws of California can not be deemed crbditors 
of the association prior to an act of insolvency on 
the part of the association. 

Thus, it is settled that under the laws of (Califor¬ 
nia a holder of stock in a building and loan ajssocia- 
tion is a stockholder, as held by the Board bf Tax 
Appeals herein, and not a creditor, as contended 
by the appellant. And this appears to be in Accord¬ 
ance with the general rule. See Coltrane v. plake, 
113 Fed. 785 (C. C. A. 4th) ; Curtis v. Dade County 

I 


32 , $ 

Security Co., 30 F. (2d) 335 (C. C. A. 5th) ; In re 
Guardian Building & Loan Ass’n, 53 F. (2d) 412, 
413 (Ore.); In re Puget Sound Savings & Loan 
Ass’n, 49 F. (2d) 922 (W. D. Wash.). 

The case of Arthur R. Jones Syndicate v. Com¬ 
missioner, 23 F. (2d) 833 (C. C. A. 7th), cited by 
appellant (Br. 40), has no bearing upon the ques¬ 
tion here presented. The syndicate there involved 
desired to borrow money, and in order to cover up 
the fact that it was to pay interest at a usurious 
rate, it borrowed the money under the guise of sell¬ 
ing preferred stock. In holding that the transac¬ 
tion constituted a loan, and not a sale of preferred 
stock, the court said (p. 834) : 

But the better reasoning sustains the view 
that a borrower whose necessities lead him 
to the door of the usurer may always show— 
by evidence aliunde the contract—the real 
character of the transaction. The very ne¬ 
cessity of the borrower who pays a usurious 
rate of interest makes it necessary for courts 
to admit his oral testimony to dispute his 
written word. 

There is no similarity between that case and this. 

In re Western States Building-Loan Ass*n, 50 
F. (2d) 632 (S. D. Cal.), relied upon by appellant 
(Br. 42), merely holds that where a building and 
loan association is forced into liquidation and as 
a consequence is no longer in a position to fulfil its 
obligations to return upon demand dues paid by its 
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preferred 12 stockholders, such obligations ^o ma¬ 
ture as to cpnstitute such stockholders the holders 
of u ^Potehk.claims” within the meaning of Section 
59 (b) of the Federal Bankruptcy Act, 11 U. S. 
C. A., Sec. 95 (b), and, as such, entitled to file an 
involuntary petition in bankruptcy. However, the 
court said (p. 633) : 

The question of the order of payment, or the 
classification that his claim may be given, is 
immaterial. 


Merchants’ Nat. Bank of San Francisco v, Con¬ 
tinental Building cf* Loan Ass’n., 232 Fed. 828 (C. 
C. A. 9th), is similar, and holds that a preferred 12 


stockholder of a building and loan association in 

California holds an executorv contract with the 

%/ 

corporation, and that a proceeding in bankruptcy, 
whether voluntary or involuntary, resulting [in an 
adjudication in bankruptcy, is the equivalent of an 
anticipatory breach of such executory contract, 
making the stoc^iglder’s right against the 
corporation a ^ o - babl e^claim, and giving him the 
status of a creditor under the Bankruptcy Act. 

However, neither the Merchants’ Nat. Bank case 
nor the Western States Building-Loan Ass’n case 
has any application to stockholders in a solvent 
going concern, such as that here involved. (In re 
Guaranty Building & Loan Ass’n, supra; fn re 
Puget Sound Savings <Sc Loan Ass’n, supra; Curtis 


12 Term is used to indicate stock of the class here involved. 
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v. Dade County Security Co., supra) ; and there¬ 
fore those eases have no bearing upon the question 
at bar. 

Many other cases are cited by appellant and by 
counsel as Amici Curiae, but they either arise under 
laws of other States, or are distinguishable upon 
their facts. They are too numerous to be analyzed 
here. 

It is submitted that the holders of appellant’s 
stock were stockholders, and not creditors, and 
that payments made to such stockholders by appel¬ 
lant did not constitute “ interest * * * on its 
indebtedness” within the meaning of Section 
234 (a) (2), supra. Therefore, the decision of the 
Board of Tax Appeals should be affirmed. 

II 

The Board of Tax Appeals properly excluded from evi¬ 
dence the Memorandum of the General Counsel, Bureau 
of Internal Revenue, and the letter written by the Col¬ 
lector to Clarence H. Lee 
% 

Appellant contends that the Board of Tax Ap¬ 
peals committed reversible error in excluding from 
evidence the Memorandum of the General Counsel 
directed to the Commissioner of Internal Revenue 
(R. 101-106), and the letter written by the Collec¬ 
tor to Clarence R. Lee (R. 99-101). Neither of 
these letters had any bearing upon any question of 
fact being considered by the Board, and it is per¬ 
fectly clear that neither the Commissioner, the 
Board of Tax Appeals, nor this Court is in any way 
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bound by any expression of opinion of tbe (general 
Counsel or of a Collector ( Lcmgstaff v. Luc\ls, 9 F. 
(2d) 691 (W. D. Ky.), affirmed, 13 F. (2d) 1022 
(C. C. A. 6th), certiorari denied, 273 U. |3. 721; 
Mcllhenny v. Commissioner, 39 F. (2d) 356 (App. 
D. C.); Burnet v. Porter, 283 U. S. 230). 

CONCLUSION 

It is submitted that the decision of the Bbard of 
Tax Appeals is in accordance with the law; that it 
committed no reversible error in excluding evi¬ 
dence; and that, therefore, its decision should be 
affirmed. 

I 

Respectfully, 

G. A. Youngqtjtst, 
Assistant Attorney General. 
Sewall Key, 

John H. McEvers, 

Special Assistants to the Attorney General* 

C. M. Charest, 

General Counsel, 

Bureau of Internal Revenue . 

Prew Savoy, 

Special Attorney, 

Bureau of Internal Revenue, 

Of Counsel. 
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The brief of appellee avoids the direct issues which 
are predicated upon interpretation and applicatipn of 
specific provisions of the income tax laws. To repeat, 
the question is whether the amounts paid currently by 
appellant during each taxable year involved, oiji the 


certificates in question, were interest on its indebted¬ 
ness within the meaning and intent of Section 234(a) 
(2) of the Federal taxing statute, or dividends of 
profits as that term is defined in Section 201(a) of the 
statute. If interest, they were deductible from appel¬ 
lant’s gross income in determining its taxable net 
income; if dividends, declared and apportioned out of 
profits, they were not deductible. It is axiomatic that 
if they were dividends they were not interest, and, 
converselv, if thev were interest thev were not divi- 
dends. They were one or the other and which they 
were is to be determined by application of the pro¬ 
visions of the taxing statute which alone, and not the 
State law, is the sole authority for the determination 
of deficiency in or assessment of income taxes against 
appellant. 

Section 201(a) of each of the applicable taxing 
statutes involved provides: 

“Sf.c. 201(a). The term ‘dividend’ when 
used in this title (except in paragraph (9) of 
subdivision (a) of Section 234, and paragraph 
(4) of subdivision (a) of Section 245) means 
any distribution made by a corporation to its 
shareholders, whether in money or other prop¬ 
erty, out of its earnings or profits accumulated 
after Februarv 27, 1913.” 

The payments did not meet the requirements of a 
dividend as thus defined by the taxing statute. No 
part of the income of a corporation can be accumu¬ 
lated except that which remains after meeting its obli¬ 
gations. If appellant paid the interest it agreed to 


pay, it is obvious it could not have retained or accumu¬ 
lated it, but only what was left of its income. Hence 
it could only have declared dividends out ojf what 
remained. 

Thus the amounts in question could not have con¬ 
stituted dividends within the meaning of the statute; 
nor did they meet any definition of the word. But to 

be dividends tliev must meet the definition laid down 
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in the statute. Even if called such bv name in a State 
statute it would be insufficient as well as immaterial, 
for such statutes do not govern the interpretation of 
a Federal taxing statute (see Boston & Maine R. R. 
v. United States, 265 Fed. 578, quoted in our main 
brief, pages 63, 64; N. Y., N. H. & H. R. R. v. United 
States, 269 Fed. 307). 

Not even a vague effort has been made by appellee 
to show that the payments come within the statutory 
definition of a dividend nor did the decision of the 
Board of Tax Appeals (a one-man decision not re¬ 
viewed by the Board) attempt to do so. It coidd not 
be done because the evidence overwhelmingly fails to 
indicate that the payments in question conform in the 
slightest degree to the meaning of the term. 

Nowhere in the brief of appellee nor in the Board’s 
opinion is there any attempt to even discuss the mean¬ 
ing of the terms “interest” or “indebtedness” nor to 
ascertain the meaning of those terms as intended by 
the taxing statute nor the reason for the allowance of 
such interest as a deduction in every income tax Statute 
that has ever been enacted, in determining the iiet in¬ 
come of a corporation. It will be found in the Cor- 
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poration Excise Tax Act of 1909, in the 1913 Income 
Tax Statute, and in the Revenue Acts of 1916, 1918, 
1921, 1924 and in the Act of 1926 as amended bv the 
Acts of 1928 and 1932. The reason for its allowance 
is discussed at pages 52 to 55 of our main brief. 

The Sixteenth Amendment to the Constitution au¬ 
thorized imposition of a tax upon income, gain or profit. 
A tax not predicated upon the subtraction of interest 
on indebtedness would be in effect a tax on obligations. 
In anv event it is clear that bv the terms of everv tax- 
ing statute enacted under authority of that amendment 
it was the purpose and intent of the Congress to ex¬ 
clude from the taxable net income, obligations paid or 
accrued during the taxable vear which tend to reduce 
the amount of income accrued or received during that 
vear. 

The definitions of “ indebtedness ” are numerous and 
the meaning depends upon the context where it ap¬ 
pears. In statutes it should be liberally construed in 
accordance with the legislative intent. Ordinarily, it 
is a state of being by voluntary obligation, expressly 
or impliedly, to pay in the present or at some future 
time for something received. In its strict legal signifi¬ 
cance it applies to an obligation arising from contracts, 
express or implied, and as such is a sum of money due 
by certain and express agreement; the owing of a sum 
of money upon a contract or agreement (31 C. J. 412). 
A similar definition is given by the law dictionaries. 
The context in which the term is used in the instant 
case is a taxing statute that imposes a tax on net in¬ 
come derived during a taxable year (the tax being an 
annual one) on transactions taking place currently dur- 
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ing the year. An excellent example of the fundamental 
purpose and intent of that statute is disclosed in the 
celebrated case of United States v. Flannery, 2(j)8 U. S. 
98, interpreting the meaning of the Revenue I Act of 
1918 (a statute in pari materia) which had the same 
provisions regarding interest deductions as the statutes 
applicable here. In that case the question was whether 
there was any loss, sustained from the sale of property, 
which was deductible in ascertaining the taxable net 
income for the year in which the sale was mad3. The 
statute provided that in the case of property acquired 
after March 1, 1913, the gain or loss arising from a 
sale shall be based on the cost of the property; but if 
acquired before March 1, 1913, the basis for determin¬ 
ing the gain or loss resulting from a sale shall be the 
fair market value of the property on March 1, 1913. 
The facts were that the property was acquired before 
March 1, 1913; it was sold in 1919 at a price less than 
its value on March 1, 1913; but it cost when acquired be¬ 
fore 1913 more than the price obtained in 1919 from 
the sale of it. The Supreme Court in reversing the 
Court of Claims held that while the statute made the 
value on March 1, 1913, the basis for determining gain 
or loss, if the property were acquired before that date 


and sold after that date it was not intended thus to 
establish an arbitrary loss if in fact the property pre¬ 


viously acquired actually cost more than it sold for so 
that there was no actual loss; for in such a case to 


determine net income upon a basis contrary to known 
facts would result in a false net income which exceeded 
the known gain derived, contrary to the spirit and 
meaning of the law and the intent of the Sixteenth 
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Amendment, although the court did not find it neces¬ 
sary to base its decision upon constitutional grounds. 
It simply gave to the language of the statute a meaning 
which would conform to the purpose and intent of 
the statute. 

And so it is plain the purpose of the taxing statute 
is to reflect the real gain derived during the taxable 
year by deducting from gross income all losses and 
expenses incident to the earning of the net income, as 
we have pointed out in our main brief at pages 52 

to 55. In the case of Robert P. Hyams Coal Co., Inc. v. 
United States, 26 Fed. 2d, 805, 809, the court said: 

‘ ‘The law also contemplates the distinct char¬ 
acter of the income sought to be taxed, and puts 
the burden upon the Commissioner to make the 
computation of taxes in such manner as does 
clearly reflect the income. The Revenue Act of 
1918, 41 Stat. 1057, Sec. 212(fc), Comp. St. Secs. 
6336-%f (fc), reads: 

‘The net income shall be computed upon the 
basis of the taxpayer’s annual accounting period 
(fiscal year or calendar year, as the case may 
be), in accordance with the method of account¬ 
ing regularly employed in keeping the books of 
such taxpayer, but if no such method of account¬ 
ing has been so employed, or if the method em¬ 
ployed does not clearly reflect the income, the 
computation shall be made upon such basis and 
in such manner as in the opinion of the Com¬ 
missioner does clearly reflect the income.’ ” 


The source of appellant’s income, as in the case of 
any building and loan association, was derived from 
interest on loans it made to borrowers at a higher rate 


than the interest it paid to depositors. The difference 
constituted the gain. If the interest it was Compelled 
to pay such depositors was, as appellee would contend, 
profit derived by appellant the effect would be to impose 
the tax upon gross income and not upon nejt income. 
In fact it would be a tax imposed upon the obligations 
of a corporation. 

It can not be disputed that appellant had ^he right 
to accept deposits and to issue certificates therefor 
providing for the payment of interest thereon (Section 
633, Calif. Code). The sole question is whether that 
is what it intended in respect of the certificates here 
involved or whether it intended to issue certificates 

i 

of corporate stock entitling the holders to share only 
in the profits, if any, as and when the same might be 
declared by the Board of Directors. The Question, 
therefore, is one of intent which must be gathered from 
the evidence disclosing the practice and understanding 
of the parties, construction of the by-laws and the lan¬ 
guage of the certificates themselves. The facts in re¬ 
gard to the purpose, intent and understanding of the 
parties and the practice of appellant are set forth in 
the record at pages 80, 81, 82, and in our mam brief 
at pages 6-9, and need not be repeated. They! repre¬ 
sent the uniform construction of appellant’s by-laws 
at all times both by appellant and the depositors who 
held the certificates in question; and such understand¬ 
ing and practice long antedate the advent of the ^ncome 
tax laws, so that it could not even be suggested that 
such construction of the by-laws and the agreement 
between appellant and the depositors was a plan to 
avoid or evade income taxes, ! 


The by-laws of appellant were analyzed in detail in 
our main brief and while there may be apparent or 
even real ambiguity at times due to the interchangeable 
use of the terms “interest’’ and “dividend,” the trans¬ 
actions which took place are perfectly clear. If the 
by-laws provided for issuance of certificates that would 
entitle the holder only to dividends of profits, and if 
they provided also for issuance of certificates evi¬ 
dencing indebtedness upon which the association was 
obligated to pay definitely a specific rate of interest on 
a sum of money; and in that situation some question 
should arise as to whether a particular certificate was 
intended to be one or the other, it is our position that 
the uniform construction bv the association of its bv- 

•> V 

laws together with its mutual understanding of both 
parties as to the meaning of the certificates, must con¬ 
trol and determine the issue. If it were the intention 
of the association to issue certificates upon which it 
agreed to pay interest and it has at all times so treated 
those payments, and if those receiving the payments 
understood them to be interest and have at all times 
so treated them, and if such construction and under¬ 
standing is not plainly at variance with the language 
contained in the certificates themselves, the courts are 
bound by the construction placed upon the contract by 
the parties themselves. We dealt with that subject 
somewhat in our original brief but, by way of supple¬ 
ment, attention is invited to 14 C. J., page 350, where 
we find the following (for convenience the citations in 
the footnotes have been made to follow respectively the 
reference thereto in the text): 
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4 4 The primary object in the interpretation of 
by-laws, as in the interpretation of statutes and 
contracts, is to ascertain and give effect to the 
intention of the parties (Bigbee, etc., Packet Co. 
v . Moore, 121 Ala., 379, 25 S. 602; Baltimore 
Bldg., etc. Assoc, v. Powhatan Impr. Co., 87 Md. 
59, 39 A. 274; Omaha Law Library Assoc, v. 
Connell, 55 Nebr. 396, 75 N. W. 837; Woodmen 
of the World v. Gilliland, 11 Okl. 384, 67 P. 485; 
State v. Conklin, 34 Wis. 21) and all the provi¬ 
sions thereof are to be considered. (Bell v. 
Quicksilver Co., 146 Cal. 699, 81 P. 17; Geller- 
lnan r. Atlas Fdy., etc., Co., 45 Wash. 144, 87 P. 
1059). They should have a reasonable, not an 
unreasonable, construction (Higgins v. McCrea, 
116 Cal. 671, 6 S. Ct. 557, 29 L.' Kd. 764j; Sfer- 
lazzo r. Oliphant, 24 Cal. A 81, 140 P. 289; 
Osceola Tribe No. 11, I. 0. R. M. v. Host, 15 Md. 
295; Booghcr v. Maryland L. Ins. Co., 6 Mo. A. 
592; Hibernia Fire Engine Co. v. Com., 93 Pa. 
264); and the general rule as to recognizing a 
practical construction by the parties applies, so 
that, in the case of ambiguity in a by-law, a court 
will not give it a positive construction opposed 
to any consistent practical construction which it 
lias received from the corporation and its mem¬ 
bers where such practical construction is not un¬ 
reasonable, nor contrary to the principles of 
justice or morality or to any rule ot* law or pub¬ 
lic policy (McDonough v. Hennepin County 
Catholic Bldg. etc. Assoc., 62 Minn. 1:22, 6*4 
N. W. 106; Wait v. Homestead Bldg. Assoc., 76 
W. Va., 431, 85 S. E. 637.) 

In cases of this sort a practical view of the transac¬ 
tions into which the parties entered and their mutual 
attitude thereto is perhaps the best aid to a solution 



10 


of the disputed question. The rule is clearly stated in 
13 C. J., p. 546, 548, Sec. 517 (with two pages of cita¬ 
tions), as follows: 

“Practical Construction or Construction by 
Parties —Where the parties to a contract have 
given it a practical construction by their con¬ 
duct, as by acts in partial performance, such 
construction is entitled to great if not control¬ 
ling height in determining its proper interpreta¬ 
tion, particularly where such interpretation is 
agreed on before any controversy has arisen. 
But practical construction is not conclusive, and 
may be considered only when the contract, read 
in the light of the surrounding circumstances, 
leaves the proper construction in doubt. The 
practical construction put on a contract by the 
parties cannot control the express unambiguous 
provisions of the instrument itself, and, further, 
a practical construction, to be adopted, must be 
reasonable/ ’ 

We do not dispute, but concede, that the contract 
represented by the certificate to the guarantee or per¬ 
manent stock, which was in the form of the ordinary 
certificate of corporate stock, called for the payment 
of dividends out of profits. That certificate is set 
forth at pages 146, 147 of the record (bottom paging, 
being Exhibit 7 following page 64 of the record). It 
is also not disputed but conceded that the contract 
evidenced by the certificate of installment stock (being 
Exhibit 6, bottom paging 144, 145, following page 94 
of the printed record) called for the payment of divi¬ 
dends out of profits. Appellant deducted none of 
those dividends in its tax returns. It is also not dis- 
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puted, but conceded, that the uniform construction of 
the by-laws and the practice of appellant and its under¬ 
standing, together with that of the holders of the per¬ 
manent and installment certificates indicate onlv that 
the amounts paid on the permanent and the installment 
stock were dividends out of the profits, and in respect 
of both of those certificates dividends were on each 


occasion declared out of the profits by the Board of 
Directors annually (R. 80). It is certain beyond any 
doubt that if bv such construction those certificates 
called for dividends of profits the same construction 
applied to the certificates in dispute here could not pos¬ 
sibly support the contention that the latter called for 
dividends out of profits. It will be found by compar¬ 
ing the certificates here in dispute, the by-laws in re¬ 
gard thereto, the construction of the by-laws, and the 
uniform understanding and practice of the parties in 
regard thereto, with the permanent stock and install¬ 
ment certificates, the by-laws relating thereto and the 
uniform practice and understanding of the pa dies in 


regard thereto, that the one contemplated the payment 
of interest on indebtedness and the other a dividend of 
profits. 

We are dealing with the live issue of an annual tax 
imposed upon the net income or profits which a corpo¬ 
ration derives from transactions entered into during 
the year. Such net income is to be determined solely 
by application of the taxing statute to those trans¬ 
actions whether they were lawful or unlawful, author¬ 
ized or unauthorized, and whether in conformity with 
or contrary to State laws or corporate by-laws. The 
sole question is what was done and in the doing of it 



whether any profit was derived by the corporation 
itself. As iwe have pointed out in our main brief in 
the case of Arthur R. Jones Syndicate v. Commis¬ 
sioner, 23 Fed. (2d) 833, quoted at pages 40-42, the court 
applied the Federal taxing statute to the real trans¬ 
action indicated by the intention of the parties and 
the language of the certificate that had been issued, 
regardless of, and in spite of, the fact that the trans¬ 
action involved a plain purpose to evade the usury 
laws of the State of Illinois. 

At the close of its opinion, the court, in the case of 
Angelus Building & Investment Co. v. Commissioner, 
57 Fed. (2d) 130, pointed out that in the collection of 
its revenues the government takes no notice of a tax¬ 
payer’s accountability to a State because of his own 
wrongdoing. The income tax law is a statute of re¬ 
pose and must be applied to actual transactions. The 
fact that one has entered into a transaction forbidden 
bv State law or even bv an Act of Congress or bv the 
Constitution of the United States is whollv imma- 
terial (Steinberg r. United States, 14 Fed (2d) 564). 
The income tax laws apply equally to transactions that 
are lawful and to those that are unlawful. Moreover 
thev can not be more rigidlv enforced against one who 
has derived income unlawfullv than against him whose 
income was derived lawfullv. It is almost an everv- 
day occurrence that income taxes are imposed against 
violators of the Prohibition Laws, an outstanding ex¬ 
ample of which is the celebrated decision in the Capone 
case. 

Let us now pass on to the only defense appellee has 
attempted to interpose. Apparently unable to meet 
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the direct, concrete issue involved he has attempted to 
set up an indirect, abstract, issue wholly immaterial 
to the present inquiry. Merely for the sake of argu¬ 
ment we purpose to show that he can not even sustain 
the fiction relied upon. 

This contention of appellee is that in the case of an 
involuntary petition in bankruptcy shareholders of a 
building and loan association in California are! stock¬ 
holders and not creditors within the meaning of the 
bankruptcy laics and thus he argues that if for that 
purpose they are stockholders the amounts paicl them 
during the solvency of the association must have been 
dividends. Impliedly he would contend that ?fuch a 
deduction is exclusive regardless of the contract en¬ 
tered into between the association and its depositors, 
the language of the certificate, the provisions and con¬ 
struction of the by-laws, and the understanding of the 
parties in regard thereto and whether the association 
be a guarantee stock association or one operating on 
the mutual plan without guarantee stock. He (would 
thus measure the tax imposed by the revenue ldws in 
determining whether appellant during each of the tax¬ 
able vears involved derived any net profit as the result 
of transactions entered into and completed during 
each of said years. Even if the appellee’s legal deduc¬ 
tion were sound it would only be useful if corrobora¬ 
tive of the conclusions to be drawn from the language 
of the contract, the construction of the by-laws]? and 
the intent of the parties as disclosed by the evidence. 
Such deduction could never be employed to defeat the 
very things which are the legal guide to the proper 
construction of a contract. The purpose of the bank- 
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ruptcy laws is to afford relief to one who is in fact a 
bankrupt. The law has no other purpose to accom¬ 
plish and was not designed as a guide to determine 
questions of substantive law. As a natural concomi¬ 
tant of its purpose to relieve the bankrupt, it pre¬ 
scribes the method of settling his debts bv distribution 
of such assets as he might have at the time of adjudi¬ 
cation. Wei are dealing here with transactions between 
a solvent corporation and individuals which were com¬ 
pleted years ago and which could not in any way be 
affected by adjudication of appellant as a bankrupt 
sometime in the future. The amounts appellant paid 
to these depositors in the past as interest are gone. 
They do not belong to appellant nor has it any interest 
or claim thereto. Whether these payments were obli¬ 
gations or whether thev were gifts or whether they 
were dividends can not be determined by any provision 
of the bankruptcy laws. The order of distribution of 
the bankrupt’s estate does not establish whether by 
virtue of a contract between the association and cer¬ 
tain individuals during its solvency called for the pay¬ 
ment of interest on obligations or dividends out of 
profits. The laws of the District of Columbia provide 
that funeral expenses and expenses of one’s last illness 
shall be paid before any other claim against his estate. 
That provision does not warrant the deduction that 
all other claimants are not creditors but are stock¬ 
holders of the decedent’s estate. Surelv we do not 
understand that the preference prescribed in the bank¬ 
ruptcy laws in the matter of distribution of its assets, 
if appellant should sometime in the future be adjudged 
a bankrupt, is the criterion for determining whether 
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under a contract long since terminated, amounts which 
appellant was obliged to pay thereby to certain indi¬ 
viduals constituted interest or dividends. The rela¬ 
tion between those individuals and appellant) ceased 
years ago as such depositors constantly withdrew and 

new ones came in. The number and identitv of those 

* 

who held the certificates and pass books such as here 
involved were never the same anv two davs during a 
year. They constantly changed and shifted by with¬ 
drawal of deposits with interest accruing up to the 
date of withdrawal. Indeed, it would be an anomalous 
type of corporate stockholder who can withdraw at any 
time and demand a return of the exact amount of 
money he may have paid or deposited, with interest, 
without any regard to the par value of his stock. 

It seems rather curious and astounding that appel¬ 
lant should have conducted its business as it has for 
such a long time if it v r ere unlawful and not contem¬ 
plated or permitted by the State laws. If these things 
w^ere unlawful it is still more remarkable that the 
Building and Loan Commissioner of the State of Cali¬ 
fornia has annually approved not only appellant’s 
method of operation but its treatment of these deposits 
as indebtedness and the payments to these certificate 
holders as interest obligations. 

Chapter 354 of the California Statutes of 1911j, page 
607, approved April 6, 1911, created the Building and 
Loan Commission Act. That Act as amended ind in 
effect July 24, 1925, as well as the Organic Act itself 
gave the Building and Loan Commissioner supervisory 
authoritv over these associations. 



Section 6 of that Act required the Commissioner to 
regularly examine these associations and ascertain 
whether they were complying with the State law. 

Section 7 empowered the Commissioner to require 
every association to keep its books in such form as to 
show accurately its assets and liabilities in detail and 
thus facilitate his examination and inspection. 

Section 8 gave the Commissioner power to issue 
subpoenas. 

Section 9 provided that if the Commissioner found 
any association violating the provisions of its charter 
or the State laws or conducting its business in an un¬ 
safe or unauthorized manner, he was authorized to 
issue an order directing a discontinuance of such viola¬ 
tion or unsafe practice and require conformity with the 
law. If his order were not complied with he was 
authorized to take charge of their affairs and the busi¬ 
ness of the association, and subparagraph (a) of Sec¬ 
tion 9 imposed a penalty to be enforced by the sheriff 
for noncompliance with an order of the Commissioner. 

Section 16 required every association annually to 
make a report in writing to the Commissioner, verified 
by the oath of the president and secretary, showing 
accuratelv its financial condition at the close of the 
year and to include therein all receipts and disburse¬ 
ments, income and expenses, together with such sta¬ 
tistics and other information as may be deemed essen¬ 
tial, or to be filed on such form as the Commissioner 
should prescribe. 

This Court will not indulge in the presumption that 
the appellant entered into engagements, created obli- 
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gations, or conducted its business, in violation of the 
laws of the State or of its charter. 

Let us now examine the authorities which appellee 
has cited to sustain his contention that generally 
shareholders of a California building and loan asso¬ 
ciation are stockholders and not creditors of the asso¬ 
ciation. As we have said, whether such shareholders 
were stockholders or creditors within the meaning of 
the bankruptcy laws or otherwise is immaterial to the 
issue here and not determinative of the nature of the 
contract or engagement entered into between appel¬ 
lant and its depositors or investors within the n^eaning 
of the Federal income tax law. 

First, we invite attention to the fact that appellant 
is a guarantee stock association, wherein permanent 
nonwithdrawable corporate stock was issued and re¬ 
mains outstanding so long as the corporation exists, 
whereas in the case of purely mutual associations 
without guarantee stock, all of the members of the 
association constitute one entity and all are liable for 
all losses and are entitled to divide the profits. Both 
kinds of associations, however, may issue certificates to 
investors or depositors and contract to pay interest 
thereon at a specific rate agreed upon in advance, as 
provided by Section 633 of the Civil Code of Cali¬ 
fornia (1925). The California law permits an asso¬ 
ciation organized as a mutual association to ch4nge to 
a guarantee stock association. 

On page 10 of his brief appellee cites Angelus Build¬ 
ing & Investment Company v. Commissioner, 57 Fed. 
(2d) 130 {supra), to support his assertion tha[t pay- 

2 iv 
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ments made to a preferred stockholder do not consti¬ 
tute interest on indebtedness. We have never claimed 
that payments made to a preferred stockholder as a 
general proposition constitute interest. Whether they 
would be interest or dividends depends entirely upon 
the authority of the corporation to issue preferred 
stock, and the terms upon which it might be issued, 
but more than anything else, upon the actual contract 
which it entered into. That is the test of what a thing 
is and appellee so argues and cites cases to support 
it at the top of page 11 of his brief. In the case cited 
it is sufficient to point out that it involved payments 
made by a corporation that was not a building and 
loan association, to holders of corporate stock certifi¬ 
cates, such payments being made from the profits of 
the corporation. The laws of the State did not author¬ 
ize such a corporation to issue certificates of stock in 
return for advances made bv individuals to the cor- 
poration, and to agree that such persons may partici¬ 
pate in the profits of the corporation. The corpora¬ 
tion argued that because what it did was contrary to 
the laws of the State it should be treated as though the 
advances were loans and the amounts paid as interest 
on loans. In other words it contended that the pay¬ 
ments shotild be held to be something which they were 
not; something incompatible with the agreement be¬ 
tween the corporation and the individual in order to 
make it comply with the State law. The court held 
that it was not concerned with whether or not the cor¬ 
poration violated State laws since the question in¬ 
volved was the interpretation and application of a 
Federal taxing statute. The statute imposed surtaxes 
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on dividends and did not permit dividends tp be de¬ 
ducted by the corporation paying them, and jvhether 
in conformity with or violative of State laws it re¬ 
mained a fact that what the corporation did; was to 
agree to make these payments only out of profits and 
to that transaction the income tax laws of the United 
States must be applied. Under the taxing statute if 
the agreement was to pay only out of profits, shell pay¬ 
ments could not be converted into interest on indebted¬ 
ness so as to constitute a deduction. Throughout our 
brief in this case we have pointed to the fact tjhat the 
income tax laws must be applied to the result of trans¬ 
actions which took place during the taxable year and 
resulted either in a profit or a loss. If one can con¬ 
tract to pay a dividend out of profits and cla^m that 
the payments are interest because otherwise his action 
would be violative of State law, interpretation of the 
Federal Revenue Statute would be made to depend 
entirely upon prescriptions of State statutes. 

On page 10 of his brief appellee cites Financj? & In- 

i 

vestment Corp. v. Burnet, 57 Fed. 2d, 444, anfl Elko 
Lamoille Power Co. Commissioner, 50 Fed. 2d, 595, 
597. In the Finance & Investment Corporation ease 
the payments were made to preferred stockholders, 
which is not the case here, nor was the corporation a 
building association. At all events the certificates of 
incorporation of the company provided for issuance 
of shares of preferred stock of specified par vdlue by 
which the holders were to receive and the corporation 
was required to pay out of its net earnings a cumula¬ 
tive dividend at the rate of 8% per annum before any 
dividend should be set aside on the common sto^k; but 


not entitling the preferred stockholders to demand a 
fixed rate of return upon their investment; nor were 
the holders of the preferred stock in case of liquidation 
to be paid from assets on equality with creditors, but 
were only to be preferred over the common stock¬ 
holders. There is no analogy between that case and 
the case at bar. The court held that the contract was 
to pay dividends out of profits and the decision is not 
subject to criticism. 

In the Elko Lamoille Power case preferred stock 
certificates) were issued providing for redemption after 
three years at 110. The stock was sold on the repre¬ 
sentation that it would be redeemed at anv time on 
demand with accumulated dividends. In order to 
transpose those certificates of stock into certificates 
of indebtedness the Board of Directors subsequently, 
by resolution, ratified the verbal representations that 
had been made regarding redemption and the stock was 
thereafter carried on the books of the company as 
“preferred stockholders’ interest account” in order 

that it mav claim as a deduction for interest on its in- 
% 

debtedness the amounts paid to the preferred stock¬ 
holders out of the profits of the company. 

On page 11 appellee cites Warren v. King, 108 U. S. 
389. There certificates of preferred stock were issued 
by Ohio & Mississippi Valley Railway Company which 
provided that such stock was to be and remain a first 
claim upon the property of the company after its in¬ 
debtedness, and the holders thereof were entitled to re¬ 
ceive from the net profits 7% per annum and to have 
such “interest” paid in full for each and every year 
before any payment of dividend upon the common 
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stock; and whenever the net earnings which sihall be 
applied in the payment of interest on the preferred 
stock and all dividends on the common stock, ^hall be 
more than sufficient to pay both, then the excess of 
such net earnings shall be divided between tjie pre¬ 
ferred and common stock. It was held tljat the 
preferred stockholders had no claim on the property 
superior to that of creditors under debts contracted 
subsequent to the issuance of the preferred stqck and 
that their only valid claim was one to a priority over 
the common stockholders. It is to be noted that the 
certificates spoke of interest on the preferred stock 
but the controlling factor was that it was payable only 
out of the net earnings and if, after they were so paid 
and a similar amount was paid to the common stock¬ 
holders, there remained any more profits in any par¬ 
ticular year they should be divided equally between the 
preferred and the common stockholders. There is 
nothing in the case which resembled interest on Indebt¬ 
edness but the case does illustrate that the courts are 
not concluded bv the interchangeable use of the words 
“dividend” and “interest” but are concerned pri¬ 
marily with the nature of the transaction and the effect 
thereof. This court so held in the case of Bafley v. 
Gittings, 15 App. D. C. 427, which involved a|build¬ 
ing association. 

In the fifth point of decision in Barley v. Gittings 
(supra), beginning at the bottom of page 44j4 this 
court, looking beyond the formal use of the terms 
“stock” and “stockholders” in the by-laws, considered 
the “substance of the contract made with subscribers” 
and held that such subscribers were not stockholders 


of the corporation in the ordinary legal signification of 
the term, but were its creditors. It was observed on 
page 44b of the opinion: 

“Clearly, as to the corporation itself and to 
each other, thev were not stockholders in anv 
legal , sense. They were mere depositors of 
money, after the manner of time depositors in 
the ordinary savings bank, under by-laws form- 
ing the contract between them and the corpora¬ 
tion, which conferred the right, after the lapse 
of a stated period, to demand the return of the 
deposit with its guaranteed interest.” 


On page 17 of his brief appellee cites Merchants’ 
National Bank of San Francisco r. Continental Build¬ 
ing & Loan Association, 232 Fed. 828. We fail to see 
what comfort appellee derived from that decision. 
There it was held that the shareholders in a building 
and loan association who had the right at any time to 
withdraw and demand payment of the book value of 
their stock, or in case of the bankruptcy of the associa¬ 
tion, were deemed creditors entitled to vote for the 
selection of a trustee in bankruptcy. 

In the case of In re Puget Sound Savings £ Loan 
Association, 40 Fed. 2d, 922, cited on pages 11, 16 and 
17 of appellee’s brief, the corporation was one organ¬ 
ized under the laws of the State of Washington where 


savings and loan associations have no fixed capital 
stock. They operate like cooperative banks in Massa¬ 
chusetts. No specific rate of interest is agreed to be 
paid to any member and all join together and con¬ 
tribute to a common fund which is invested by the as¬ 
sociation as an entity and the net profits from that 
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investment are distributed pro rata among tlje mem¬ 
bers. No permanent stock or guarantee stock i^ issued 
by such associations. The members have the right to 
withdraw and at that time are entitled to a return of 
their dues and their proportion of the profits as shown 
by the last prior distribution thereof, together with all 
dues which had been paid since that distribution. At 
all events, all they were entitled to receive outside their 
dues was a dividend out of profits. They operate much 
tlie same as serial building and loan associations 
known in the eastern part of this country and as do 
mutual building and loan associations that operate 
in many sections of the country. 

On page 13 of his brief appellee cites Pacific Coast 
Savings Society v. Sturdevant, 165 Cal. 687. j That 
case merely decided that a shareholder was llot en¬ 
titled to a preference over other shareholders by reason 
of the fact that he had filed a notice of withdrawal 
prior to dissolution of the association. Tli^t has 
nothing to do with the issue here. j 

On page 14 appellee cites Henry v. Continental 
Building etc. Ass’n, 156 Cal. 667 and Groover v. pacific 
Coast Savings Society, 164 Cal. 67. The only point 
decided bv those cases was that a shareholder of a 

*■ # i 

purely mutual society who had borrowed from t}ie as¬ 
sociation on the security of his shares and real j^state 
can not offset against his debt to the association the 
amount which he had paid in on his shares. The ques¬ 
tion raised was not one peculiar to building associa¬ 
tions but turned on interpretation of section 438 of 
the Code of Civil Procedure of California prior its 
amendment in 1927 and of section 440 of the Code 


under whose provisions a mortgagor is not entitled in 
a foreclosure suit by the mortgagee (whether the mort¬ 
gagor be a building association or a bank or any other 
kind of corporation or an individual) to offset against 
tlie mortgage debt moneys owing to the mortgagor by 
the mortgagee (Moore v. Gould, 151 Cal. 723). 

In none of the cases cited by appellee involving a 
building and loan association, was the association a 
guarantee! capital stock association, and in none of 
them was it necessarv to decide whether or not the 
shareholders were creditors, and any remarks of the 
court should be read in the light of the context of the 
decisions. 

As pointed out in the brief of amici curia, pages 23 
to 25, the same distinction has been made in California 
between savings banks having capital stock and savings 
banks without capital stock as in the case of building 
associations with guarantee stock and those without 
such stock both of which were formed under the same 
Code sections. 

On page 15 appellee cites the case of In re Guaranty 
Building & Loan Association , 49 Fed. 2d, 776, where it 
was held that petitioning creditors were not entitled 
to file a petition in bankruptcy against the association. 
It was not tlie purport of the decision to hold that the 
petitioning creditors were stockholders of the associ¬ 
ation but merely to hold that the liability represented 
by their securities was so contingent that thev were 
not entitled under the bankruptcy laws to file an in¬ 
voluntary petition against the association. The case 
arose prior to the enactment by the Congress of a pro- 
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vision in the Bankruptcy Act exempting building as¬ 
sociations from involuntary bankruptcy proceedings. 
In the case cited the insolvency of the particular asso¬ 
ciation was the direct result of defalcations in the 
amount of some eight million dollars. The court 


pointed out that it was decided by almost unanimous 
consent of the entire community that it was |for the 
best interests of all that an equity receiver be appointed * 
to handle the affairs of the association and nearly three 
months after the appointment of such receiver no 
creditor of the association had objected thereto. It 
was, therefore, most desirable to frustrate the attempts 
of the few dissatisfied creditors who had waited almost 
three months before taking action to place the associa¬ 
tion in bankruptcy and thus set aside the valuable 
progress that had already been made by the equity 
receiver. Discussion of these considerations took up 
more than one-third of the entire length of the opinion 
and that they weighed heavily in the court ’s determina¬ 
tion of the matter is shown by the following excerpts 
from the opinion at page 777: 

“The involuntary petition in bankruptcy 
was filed on December 13, 1930, and petition for 
appointment of temporary receiver in bank¬ 
ruptcy was filed at the same time. A day! or two 
subsequent thereto petition was filed for a re¬ 
ceiver in equity. The magnitude of the matters 


at issue being the affairs of the Guaranty 
Building & Loan Association, affecting more 


than 22,000 depositors in that institution! whose 
deposits exceeded twenty millions of dollars, as¬ 
sumed serious proportions. The entir^ com¬ 


munity sought its best and safest busines^ coun- 


sel as to the best method of meeting the emer¬ 
gency, it being generally understood that heavy 
losses would be suffered by the depositors. The 
best talent the city afforded was sought to 
lighten the loss so evidently faced by the thou¬ 
sands of depositors in the institution. The re¬ 
sult was that a receiver in equity was by almost 
unanimous consent deemed the wisest plan, and 
such receiver was appointed as the best method, 
in the first place to insure public confidence, 
and, second, at a minimum of expense to save 
what could be saved from the wreck of the in¬ 
stitution. 

“A receiver in equity was appointed who, it 
was expressly stated on tlie hearing of this mo¬ 
tion, has fulfilled in generous measure the 
expectations entertained at the time of his ap¬ 
pointment. The receiver has vigorously prose¬ 
cuted the duties of his trust; has rejected all 
unprofitable elements, vigorously asserted his 
rights to everything that promised return, and 
has already announced a plan by which an 
economical settlement of the affairs of the asso¬ 
ciation may be had. So far as this court is ad- 
vised, such plan is approved by the shareholders 
and depositors with the exception of some half 
dozen of the entire 22,000 that have appeared 
in support of the involuntary petition in bank¬ 
ruptcy on the hearing of this motion. From 
December 19, 1930, being the date of the ap¬ 
pointment of the receiver in equity, to March 
12, 1931, almost three months, no dissent of the 
equity receivership plans was voiced by any 
creditor of the Guaranty Building & Loan Asso¬ 
ciation.” 
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The court was properly interested primarily in 

ousting the tw’o or three creditors whose efforts cjid not 

conform to the best interests of all concerned and of 

the community itself. 

•/ 

The remaining cases cited by appellee do not appear 
to be in point and require very little comment. They 
are as follows: Coltrane v. Blake, 112 Fed. 785, in¬ 
volving an association without guarantee capital stock. 
The stock there issued entitled the holder to “ partici¬ 
pate according to the amount of his stock in the surplus 
profits of the corporation on the division, and ulti¬ 
mately, on its dissolution, in the assets remaining after 
payment of its debts.” 

Curtis v. Dade County Security Company, 30 Fed. 
2d, 325 and In re Guardian Building and Loan Asso¬ 
ciation, 53 Fed. 2d, 412, likewise involved atteippts to 
throw associations into bankruptcy prior to the amend¬ 
ment of the bankruptcy act preventing such practice. 
The cases merely stand for the proposition that the 
obligations of a building and loan association not op¬ 
erating on the guarantee stock plan to pay its shares 
which have not matured is not to be taken into con¬ 
sideration for the purpose of ascertaining whether the 
associations are insolvent. In neither of those cases 
does it appear that certificates were issued, as in the 
case at bar, evidencing the deposit of a certain sum of 
money upon which there was an agreement in advance 
to pay a definite rate of interest. 

As distinguished, therefore, from any case tjie ap¬ 
pellee has cited, we have cited in our main bri^f, and 
amici curias have cited in their brief, the case of] In re 
Western States Building & Loan Association, 5t) Fed. 


2d, 632, which was a California association operating 
on the guarantee stock plan as was appellant. We 
quoted in our main brief, pages 60, 61, at length from 
the decision because the association was a guarantee 
stock association, and for that reason alone the court 
held that the other so-called shareholders were merelv 
creditors. Thus the Western States case decides 
directlv that in a California association having guar- 
antee capital stock the shareholders outside the 
guarantee stockholders are creditors. In discussing 

W o 

this case in his brief appellee attempts to minimize the 
effect of the decision upon the ground that it involved 
bankruptcy proceedings. We take occasion to remark 
that every case appellee has cited on the particular 
subject involved bankruptcy proceedings of a mutual 
non-guarantee stock association. In the Western 
States case the court pointed out at page 633 of the 
opinion that the contract relationship established 
makes the association the debtor of its shareholders, 
for the latter are entitled to receive back their monev 
and the “depositor or shareholder receives interest on 
his investment or deposit.” 

There was a long list of cases cited on pages 10 to 

15 of the brief of amici cur'nc, all of which are directlv 

• 

in point and indistinguishable on the question raised 
by appellee; and the fact that they were decided in 
other jurisdictions can not affect the authority thereof 
because it is plain that if the shareholder in a building 
association without guarantee capital stock (and in all 
but seven States most of the associations outside of 
California have no guarantee capital stock) is a 
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creditor, then surely a shareholder in an association 
with guarantee capital stock is a creditor. 

Thus we have shown that in California even share¬ 
holders of a guarantee stock association (much less 
investors) are creditors within the meaning of the 
bankruptcy laws, and while that is not the direct issue 
here, it corroborates, as we have said before, and sup¬ 
ports, the construction that we have placed upon the 
contract evidenced by the certificates in question and 
the uniform practice of the association in the conduct 
of its business and the understanding of the associa¬ 
tion and the holders of these certificates at all times. 

In the decision of the Board of Tax Appeals it; at¬ 
tempted some differentiation between the pass >ook 
certificates issued on the form of Exhibit 5A and those 
on the form of 5B which are set forth in the record 
following page 94, being pages numbered at the bot¬ 
tom 142,143. In the deficiency letter which was issued 

bv the Commissioner of Internal Revenue for each of 
* 

the vears involved he made no distinction between 
amounts paid on these two books, treating them alike. 
The association has at all times made no difference in 
their classification, having only changed from one 
form to tlie other to conform with the Commissioner’s 
rulings upon the form of the book used, and before any 
deficiency herein was asserted. The deposits in ^ach 
case were treated exactly alike and the payments of 
interest thereon were made in the same way, and the 


accounts kept as one on the books of the associa 
all of which was approved by the State Building 
Loan Commissioner. We also wish to note that 
appellee concedes in footnote 5, page 8 of his brief, 


ion, 

and 

the 

that 
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“there appears to be little, if any, distinction between 
shares and investment certificates.” The form of one 
of these certificates speaks of the pass book as an in¬ 
stallment certificate of investment and the other speaks 
of it as a subscription to savings pass book shares. In 
all other respects the two books were identical, each 
having columns to record the amounts of deposits made 
and withdrawals therefrom and the balance, and each 
one was headed “Fidelity Savings & Loan Association 

in account with-. ’’ The secretary of the association 

also testified that the amounts paid on both of these 
books were included by the Commissioner in his de¬ 
ficiency letters as amounts paid on savings pass book 
shares. If these two forms of certificates were treated 
as being the same thing by the association at all times, 
and if the [Commissioner treated them alike, there was 
little reason for the Board to make a distinction. Its 
distinction is based not upon the intention of the parties 
nor the construction of the by-laws of appellant, but 
solely upon the Board’s conception of the literal mean¬ 
ing of words. On the other hand the Board regarded 
payments made by appellant to holders of certificates 
of subscription, to its guarantee stock to be interest. 
If amounts paid to such subscribers were interest and 
so treated ias interest by the association why are not 
amounts paid by appellant on pass book accounts, or 
subscriptions to pass book shares, similarly interest ! 
Thev likewise were treated as, and alwavs understood 
to be, interest. In one of the forms of books it appears 
that the specific rate of 5% interest would be paid out 
of earnings but not out of its net earnings or profits. 
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The amounts were calculated on monthly balance^ and 
paid semi-annually in the case of both forms of pass 
books; whereas dividends on the guarantee stock and 
on the installment stock were paid or credited annually 
and only after the secretary had certified as to tlje net 
earnings or net profits of the association remaining 
after all of its debts and expenses had been paid and all 
interest on both forms of pass book and on the full paid 
certificates had been paid. The contract evidenced by 
these books in conjunction with the by-laws having been 
at all times so construed both by the association and 
the depositors it is indeed strange for the appellee), who 
is not a party thereto, to attempt to place some other 
construction upon the contract between the parties 
thereto. 

At this point it is appropriate to call attention 
to a very important factor which necessarily arises in 
connection with the interpretation of the taxing statute 
under which the liability of appellant depends. 

The revenue laws impose the tax upon the net income 
of a corporation, and whether or not out of that net 
income or net profit which the corporation as an entity 
has derived, any distribution of such profits has been 
made is unimportant in determining the amount of the 
tax which is upon the net income. The corporation is 
liable to pay the tax upon its net profits and those who 
received a part of it in the form of dividends are not 
required under the revenue laws to pay the normal in¬ 
come tax thereon (Section 21fi(<2) Revenue Act of 192G, 
44 Stats. L. 29), because it did not seem equitable to 
the Congress to make the recipients thereof and the 
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corporation pay the ordinary income tax on the same 
thing-. Therefore the law provided that he who re¬ 
ceived a dividend out of the profits of a corporation 
would be liable to include such dividends in his income 
tax return only for the purpose of computing- the sur¬ 
taxes imposed by the Act (Section 211(a) Revenue Act 
of 1926), which applies only to net incomes of an in¬ 
dividual in excess of $10,000 a year. So that if the 
payments here in question were held to be dividends, 
the tax which the government would be entitled to 
collect for the years involved would be computed not 
only upon its net profits, but, in addition, upon the 
amount of all the payments which appellant was obliged 
to make on the certificates in question. 

On the other hand, if the payments in question were 
interest on indebtedness of appellant, as we contend, 
and were not dividends paid after ascertaining- the 
profits of the association as an entity, appellant was 
entitled to deduct from its gross income during each of 
the years involved the amount of these payments in 
determining its taxable net income. In that case the 
recipients of these interest payments would bo re¬ 
quired to include the full amount thereof in their in¬ 
come tax returns both for the purpose of the ordinary 
normal tax as well as the surtax, since the amounts were 
not included in the taxable net income of the corpora¬ 
tion. 

From what has been said it follows that the decision 
of this case not only affects appellant but it affects the 
manv hundreds of thousands of individuals who in the 
past 12 years have received these payments from ap- 
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pellant and who, treating them as interest, liav^e paid 
to the government both the normal and surtaxes due 
on every dollar thereof. Those countless thousands 
of individuals who have so reported to the gover nment 
have long since ceased to be connected as investors or 
otherwise with appellant. And so it is that if it now be 
held that appellant had no right to treat these amounts 
as interest on its indebtedness and they are to be treated 
as though they were dividends, then those who received 
these payments during the past 12 years or more and 
who believing them to be interest paid both the normal 
and surtaxes thereon in the ordinary course of business, 
have grossly overpaid their taxes to the government 
but because of the statute of limitations, which has in¬ 
tervened, they will never be able to recover a single 
dollar of their overpayments. Thus the government 
would be permitted to retain all of the normal taxes 
it ever collected and will also be permitted now to 
collect back to the year 1921 a tax upon the wiole of 
it from appellant. 

It is plain that if the amounts be held by the court 
to have been interest as they were regarded at all times 
by appellant and the recipients thereof, both oil whom 
have always made their returns on that basis, ^lien no 
injustice will have been done to either, and the govern¬ 
ment would have collected all of the taxes to which it 
was entitled; but if it be held that these amounts were 
dividends of profits, the government will then be Enabled 
to impose a gross hardship upon appellant in requir¬ 
ing it to pay taxes on its obligations back to the year 
1921, and the countless thousands who have received 

3 w 
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what they believed to be interest payments from ap¬ 
pellant, will never be able to recover that which would 
thus be due them except as to those who, within the 
two-year statute of limitations now prevailing might 
file a claim for refund of part of the taxes paid within 
two years. If that were done only in respect of the two- 
year period of limitations it would result in thousands 
of claims for refund being filed. We do not think this 
court will likelv disturb the long established relations 
that have existed between appellant and its depositors 
except for the most cogent reasons. 

Building associations have alwavs been regarded bv 
State Legislatures and by the Congress as public bene¬ 
factors. Very largely they serve a class of our people 
who have moderate incomes and to them is offered the 
best return as an encouragement to thrift, frugal it v 
and saving. They also offer the best and most eco¬ 
nomical plan for the acquisition of a home by one in 
moderate circumstances. To carrv on business these 
associations must know verv definitelv what it is going 
to cost to operate, for that is necessary before they can 
determine what return might be offered to depositors. 
Had appellant known that the interest it contracted and 
agreed to pay these depositors at the rate of per 
annum was going to be subjected to tax instead of be¬ 
ing deducted in determining its net income it doubtless 
would have found it necessary to have foregone the 
issuing of such certificates or to have reduced the rate 
of interest to such an extent that it would not have been 
inviting to investors to deposit their money with ap¬ 
pellant. As the Supreme Court said in the Cambridge 
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case (supra) such associations and their members do 

not usually have sufficient funds for lending purposes 

and must raise funds by accepting deposits and paying 

therefore a lower rate of interest than thev charged 

borrowers for the use of the monev. 

•> 

The Previous Rulings of the Department. 

In 1928 the General Counsel of the Internal Revenue 
Bureau made a ruling which was approved by t^e Com¬ 
missioner, wherein it appeared that amounts paid on 
specific building association shares therein named, 
other than the guarantee stock, were held to be interest 
and as such deductible from gross income. The Board, 
upon objection of appellee, refused to admit the ruling 
in evidence and one of the assignments of error here 
was founded upon its refusal. In discussing this point 
in the brief appellee has apparently misconstrued the 
basis of our exception to the Board’s action. He takes 
the position that the ruling was not binding u pon the 
Commissioner because it was not actually applied in 
this case. We have not contended and do not Contend 
that the Commissioner of Internal Revenue can not 
revoke anv ruling lie makes and can also refuse to 
apply it in any particular case for reasons satisfactory 
to himself, and we therefore never offered the ruling 
in evidence as one binding upon the Commissioner. 
The record shows that it was offered in evidence solely 
for the purpose of showing the executive constjruction 
of the Department in applying the internal Revenue 
laws and for that purpose we think it was clciirly ad¬ 
missible. We do not contend that it was binding upon 
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the Commissioner nor do we concede that any ruling 
he might make is binding in Court upon a taxpayer. 
It is very interesting to note that the taxes here in¬ 
volved were for the calendar years 1921 to 1926, in¬ 
clusive. Each year stands separate and apart as the 
law contemplates the imposition of a tax annually upon 
transactions resulting in gain. It was not until live 
years after 1921 that the Commissioner ever attempted 
to assert that the amounts here in question were divi¬ 
dends and not interest as the taxpayer had uniformly 
reported in making its income tax returns. It was not 
until 1926 stliat the Commissioner issued his first defi¬ 
ciency letter to appellant, being that for the year 1921— 
nearly five years after its books for that year had been 
closed and the returns to the Government had been 
filed. Naturally enough appellant assumed that it had 
properly deducted the interest charges. The deficiency 
letters for the other years were, of course, sent at a 
still later date. The ruling in question was made after 
all the deficiency letters were sent and it sustained the 
returns of appellant. Without assigning any reason, 
appellee refused to apply the ruling made in 1928 and 
now, 12 years after the year 1921, appellant is forced 
to contest its liability. We believe this Court will take 
notice of such a situation, for the Supreme Court in its 
decision of the case of United States v. Cambridge 
Loan & Building Company (supra) took occasion to 
comment on the fact that after the lapse of nearly five 
years the Commissioner undertook to assess taxes 
retrospectively for the entire period, whereas until 
that time the taxpayer had every reason to suppose 
that it was not subject to the tax. We make no attempt 
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to say that if it were clear that the amounts Here in¬ 
volved were dividends of profits it would not j be the 
plain duty of this Court to confirm the deficiencies 
here asserted; but if there be any doubt whatever about 
the matter the established rule laid down by tlhe Su- 
preme Court that such doubt must be resolved in favor 
of the taxpayer, is appropriately applicable. [VVe do 
not, of course, concede that the case presented is 
fraught with doubt, for it seems to us ext remelt' clear 
that the amounts involved were obligations which ap¬ 
pellant was compelled to pay under contractual rela¬ 
tions which constituted fixed indebtedness. 

Attention is also invited to the letter dated August 
18, 1927, from the Collector of Internal Revenue at 
Los Angeles to Clarence H. Lee, who was secretary 
of appellant (R. 99-101). It appears that Lee, who was 
the holder of certificates such as those here in dispute, 
had returned as interest amounts which he received 
thereon from appellant and he therefore paid both 
the normal and surtaxes thereon, since appellant had 
also treated them as interest and deducted then|i from 
gross income in making its return. About five years 
after the return for 1921 was filed the Internal Revenue 
Bureau issued the first deficiency letter and for the 
first time held these amounts to be dividends and pro¬ 
posed assessment of additional taxes against appel¬ 
lant. That deficiency letter was dated February 16, 
1926. As Lee was secretary of appellant ancj knew 
the Department had treated what he received as divi¬ 
dends, which, if correct, would mean that he, as an 
individual, should not have paid the normal taxes on 
the amounts received, filed a claim for refund tej cover 
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it. Of course, the Revenue Bureau could not call these 
amounts dividends in determining the liabilitv of the 
corporation and call the same thing interest in audit¬ 
ing the returns of the individual, so following the divi¬ 
dend theory it made a partial refund to Lee when on 
August 18, 1927, it changed its mind on the subject 
and in that letter (R. 100, immediately following the 
tabulation) recited the fact that the partial refund had 
been based upon a previous determination that the 
amounts in question constituted dividends instead of 
interest as; they had been returned by Lee. Then in 
the very next paragraph of the letter we find the fol¬ 
lowing : 

“Inasmuch as it has been definitely estab- 

i * 

fished that income received by taxpayers from 
such a source constitutes interest on money 
loaned and is subject to both normal tax and 
surtax, it is apparent that the allowances in 
favor of Clarence H. Lee, indicated above, are 
erroneous.” 

And the Collector was directed to re-collect from Lee 
the partial refund which had been made to him. 

So we find that prior to the issuance of the first defi¬ 
ciency letter in February, 1926, the Department had 
not questioned the 1921 or any other subsequent return 
of appellant in treating the amounts in question as 
interest. Then, however, it decided to treat the 

amounts as dividends and issued the deficiencv letters 

* 

accordingly. We have seen that the very next vear, 
namely, in 1927, it went back to the theory that the 
amounts constituted interest which would sustain the 
return of appellant. Supporting that action taken in 
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1927 it was proposed the following year to apply that 
ruling to 59 guarantee associations in California, which 
included appellant, and accordingly a ruling w^as so 
prepared by the General Counsel and approved by the 
Commissioner (R. 101-106). That ruling was made 
shortly before the Supreme Court decided the Cam¬ 
bridge case. After the decision of the Cambridge case, 
the result of which was to exempt entirely all but two 
or three of the 59 associations involved in the ruling, 
the Commissioner, without any explanation we know 
of, issued orders not to apply the ruling. 

It is important to note that in at least seven States 
building and loan associations are authorized by stat¬ 
ute to operate on the guaranty or non-withdrawable 
capital stock plan, namely, Indiana (Laws 1913, Cliapt. 
265, p. 714); Arkansas (Laws 1929); Colorado (Laws 
1896, 1897, 1907, 1920); Kansas (Laws 1899, Chapt. 
78); Oregon (Code of 1931, June 11); Wyoming (Ses¬ 
sion Laws 1927, Chapt. 103); and in California. 

In Indiana as well as some of the other States asso¬ 
ciations are authorized to operate on either the guar¬ 
anty or non-withdrawable permanent stock plan or on 
the purely mutual plan without the issuance of guar¬ 
anty stock. There if they operate on the guaranty 
stock plan the guaranty stock is liable for all of the 
debts and engagements of the association and the other 
shareholders are not liable for any of the debts nor 
for any losses, and are entitled to receive only interest 
at a lixed rate. If the association operate upon the 
purely mutual plan as provided in the Indiana Laws 
of 1911, page 385, the various classes of shareholders 
are entitled to share pro rata in the profits add are 
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liable in the same way for losses because there are no 
capital stockholders and no other owners of the asso¬ 
ciation than the members of the association. 


Just recently the Board of Tax Appeals had occasion 
to interpret the Indiana laws in respect of a building 
association having power to issue guaranty stock, its 
opinion having been promulgated February 20, 1933, 
in the case of Guaranty Building & Loan Company v. 
Commissioner, Docket No. 55352 (see Advance Sheets, 
27 B. T. A.); and in the case of Lake County Savings 
& Loan Association, Docket No. 02720, promulgated 


February 8, 1933. Those two cases were heard con- 
* 


secutivelv oil the 


same date and while exactly the same 


legal question was involved there was a slight dif¬ 
ference in the facts relating to the method of operation 
and the kind of certificates issued. The opinion of the 
Board was therefore written in the case of the Guar¬ 


anty Building & Loan Company and a memorandum 
opinion containing the findings of fact and conclusions 
of the Board only was filed in the Lake Countv Sav- 
ings & Loan Association case. These cases were pre¬ 
sented in alternative form. First, the associations 
claimed to be building and loan associations sub¬ 
stantially all of whose loans were made to its members 
and therefore exempt from taxation altogether. Sec¬ 
ond, it was claimed that if the associations were not 
entitled to exemption as such building associations then 
in determining its taxable net income amounts paid 
to all classes of shareholders other than the guaranty 
stockholders constituted interest on indebtedness and 


were deductible. The Commissioner had refused to 


allow exemption and had refused to allow amounts 
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paid to any class of shareholder as ail interest deduc¬ 
tion, insisting that they were all dividends of profits. 
The facts in the Lake County case serve as an excel¬ 
lent illustration of the principle for which we contend 
in applying the Federal income tax statute a^id for 
convenience of the Court the memorandum opinion of 
the Board in that case is printed as an appendix hereto. 
It will he noted in that case that the association issued 
guaranty stock in much the same form as certificates 
of ordinary corporate stock upon which dividends out 
of the profits only were paid as and when declared by 
tlie Board of Directors, precisely as in the case of the 
guarantee stock here. In addition to the guaranty 
stock the association issued what it called the follow¬ 
ing classes of stock: (1) installment or running stock; 
(2) guaranty budget stock; (3) deposit stock; (4) sav¬ 
ings stock and (5) borrowers’ stock. The classifica¬ 
tion in each instance was purely a misnomer. Jn re¬ 
spect to the holders of each of the last four kinds of 
stock the association issued a certificate which pro¬ 
vided for the payment of interest and the by-laws pro¬ 
vided similarly. The Board in its findings o::’ fact 
found the amounts paid to them to have been interest. 
In respect to the installment or running stock the cer¬ 
tificate provided for the payment of interest at the rate 
of per cent on the amount of the payments made 
by the subscriber and it provided farther that after 
that particular class of certificate holder had received 
his interest of G*/> per cent on his deposits and after 
the guaranty stockholders, out of the profits of t}ie as¬ 
sociation had received a dividend equal to pef cent 
of the par value of the stock, there still remained any 
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profits such profits might be declared in dividends 
equally and collectively between the guaranty stock¬ 
holders and the installment stockholders. Thus the in¬ 
stallment stockholders in addition to the 6 V 2 per cent 
interest , also received as a result of a declaration bv 
the Board of Directors, a dividend of 1 per cent out 
of profits of the association which remained after the 
guaranty stockholders had received a 6 l /> per cent divi¬ 
dend therefrom. Of course, the guaranty stockholders 
received the supplementary dividend also of 1 per cent. 
It is clear and the Board so found that the 6 VL> per cent 
contracted to be paid to the installment stockholders 
was interest but as to tiie 1 per cent which they re¬ 
ceived as tjie result of a division of the profits between 
them and the guaranty stockholders, that was a divi¬ 
dend and so, of course, were all the amounts paid to 
the guaranty stockholders. The Board used the fol¬ 
lowing language: 

“During the year 1929, the amounts credited 
to the various classes of common stockholders 
were at the following rates: To the installment 
stock members 7 Mi per cent, 1 per cent of which 
was paid out of profits; to the deposit and guar¬ 
anty budget members, 6 per cent; to borrowers’ 
stock members, 7 per cent; and to savings stock 
members, 5 per cent. In each case, the rates 
were computed as interest only on the amounts 
paid in on the par value of the stock subscribed 
for by members, and those rates were fixed in 
advance by the by-laws. None of those amounts 
was declared by the Board of Directors except 
in the case of installment stock, where the 
amount in excess of 6 Mi per cent 011 the pay- 
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ments made was declared as a dividend by the 
Board of Directors out of profits. 

“During the year 1929, the guaranty stock¬ 
holders were paid a cash dividend of 7 Vo per 
cent on the par value of their stock, pursuant to 
a declaration by the Board of Directors. The 
total dividend so paid to the guaranty {stock¬ 
holders amounted to $1,370.63 and the common 
stock members of all classes received $7,988.03, 
which included the 1 per cent dividend of 
$960.07 paid the installment members out of 
profits/’ (See Appendix, p. 56.) 

We have a similar situation here in respect Jo the 
installment stockholders of appellant. Their cointract 
is evidenced by the certificates (Ex. 6, bottom paging 
144, 145, following page 94 of the record) and the pro¬ 
visions of the by-laws pointed out in our main brief. 
There was no contract made in advance providing for 
the payment of any definite rate of interest on money 
deposited or otherwise. The certificate itself shows 
that the holder is liable for his pro rata share J)f the 
losses of the association and that he shall be entitled 
to participate in the profits by way of dividends. In 
respect of the installment stock the by-laws provide 
that after paying the interest on the full paid stock 
and savings pass book stock profits shall be credited 
to the installment stock (second paragraph, Section 2, 
by-laws, R. 21). The language used in the by-laws 
is rather curious and literally means that full paid and 
pass book certificate holders as shareholders, shall be 
paid interest on their deposits and the profits remain¬ 
ing, being the difference between the interest the! asso¬ 
ciation received from lending the money and the [inter- 
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est it agreed to pay these depositors, shall be credited 

to installment stockholders. Tliev actually received 

* * 

as profits during the years 1921 to 1925 dividends out 
of profits at the rate of 12 per cent each year and for 
the year 1926 they received a dividend of 16 per cent. 
Surelv these amounts were not interest for they de- 
pended entirely upon what were the profits. More¬ 
over, as interest tliev would be usurious. Were those 
payments the same thing as that definite rate of inter¬ 
est which was paid on the certificates here involved? 
Construing the installment certificates and the by-laws, 
appellant has at all times treated the amounts paid 
thereon as dividends, for customarily each year before 
the Board of Directors declared dividends on the 


permanent and installment stock (and the profits were 
apparently divided equally and collectively between the 
guaranty and installment stockholders) the secretary 
was required to submit to the Board a statement show¬ 
ing the net profits of the association at the end of the 
year (R. 80) and that statement showed the difference 
between the gross amount of income earned during the 
year and the amount of all overhead expense of the 
association, such as salaries of officers, rents, taxes, 
and amouints paid on pass book certificates and full 
paid certificates, the ones here in question. This dif¬ 
ference or balance the secretary certified as the profits 
out of which dividends on the permanent and install¬ 
ment stock were declared and at no time did they ever 
exceed the profits of the association (R. 81, 82). 

The Guaranty Building & Loan Company case and 
the Lake Countv Savings & Loan Association case were 


both decided by the Board after our main brief jierein 
was filed. It seems to us that the contrast between the 
installment stock and the other classes of shares other 
than the guaranty stock in the Lake Countv case clearlv 
illustrates, as does the contrast between appellant’s in¬ 
stallment and guarantee stock and the certificates in 
question here, not only the difference between dividends 
of profits and interest on indebtedness but furnishes 
an excellent example in the matter of determining the 
taxable net income of a corporation under the income 
tax laws. In the Indiana cases to hold that the amounts 
paid the guaranty stockholders and the dividend of 
profits which they shared with the installment sptock- 

lg of 
o the 


holders constituted dividends within the meani 
the taxing statute and that the amounts paid t 
other classes of so-called shareholders constituted in¬ 
terest, makes every provision of the taxing statute 
harmonize and operate without any undue hardship. 
Similarly, to hold that the amounts paid the guarantee 
and installment stockholders in the case at bar consti¬ 
tutes dividends and the amounts paid to the other 
certificate holders interest on indebtedness conforms 
precisely not only to the letter but the spirit and mean¬ 
ing of the statute and the definition of terms used there¬ 
in, and enables the several provisions of the statute 
to harmonize without undue hardship that would result 
from the strained construction upon which appellee 
relies. 

In conclusion we wish to remark that had appellant 
merely gone through the form of requiring those who 
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procured loans from it to become a member of the asso¬ 
ciation by the payment of a nominal amount as dues, 
it would have been entitled to complete exemption from 
taxation. (See Acklin v. Peoples Savings Association, 
293 Fed. 392. Appellant, however, failed to go through 
the form of making a borrower become a member, which 
it could l^ave done by the payment of $10 as a member¬ 
ship fee to be returned when the loan was paid. In¬ 
stead it made its loans to persons who did not qualify 
as members and as a result was not able to claim exemp¬ 
tion subsequent to the enactment of the 1921 statute 
which limited exemption to associations which confined 
their loans to members. Accordingly, appellant has 
been required to pay and did pay upon filing its return 
for the years involved income taxes aggregating ap¬ 
proximately $100,000. It is not seeking a return of 
those taxes which it was compelled to pay because it 
failed to comply with the exemption provisions of the 
statute; but since it is not exempt it insists that its 
liability as a taxable corporation be determined in the 
same manner and with the same consideration that 
taxes are determined in respect of any other sort of 
financial corporation. All banks carrying on the same 
business of lending money of depositors at a higher 
rate of interest than they pay to the depositors are re¬ 
quired to pay a tax only on the difference which repre¬ 
sents the profits and are uniformly permitted to deduct 
as an expense of earning their income the interest paid 
to depositors whose money was used by the bank in 
earning its own income. AVe sav there is no sensible 
reason why appellant which stands before the law in 
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exactly the same position should be denied the right to 
deduct that which it was compelled to pay as an obliga¬ 
tion and an expense in the earning of its taxable 
profits. 

Respectfully submitted, 

L. L. HAMBY, ! 

Attorney for Appellant, 
Transportation Building , 

Washington, D. C, 

C. W. DUDLEY, 

Of Counsel, 

Washington, D. C. 
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APPENDIX. 


United States Board of Tax Appeals. 

Lake County Savings & Loan Association, Petitioner, 


v . 

Commissioner of Internal Revenue, Respondent. 

Docket No. 62720. 

L. L. Hamby, Esq., for the petitioner. 

Lloyd W. Creason, Esq., for the respondent. 

Memorandum Opinion. 

Black: This proceeding is for the determination 
of a deficiency in income tax of $759.23 for the vear 
1929. The questions presented for our determination 
are—(1) Is the petitioner entitled to exemption from 
income taxes as a building and loan association within 
the meaning of Section 103(4) of the Revenue Act of 
1928 or (2) If the petitioner is not an exempt corpora¬ 
tion, but is a taxable corporation, is it entitled to de¬ 
duct as interest on its indebtedness amounts aggregat¬ 
ing $7,027.96 paid to members in compliance with its 
bv-laws, rather than bv dividend deductions, in de- 
termining its taxable net income. 

The petitioner was incorporated July 20, 1926, under 
the laws of the State of Indiana, Chapter 265, page 
714, Laws 1913, relating to rural savings and loan 
associations. The official report of the 1913 Laws of 
Indiana, Chapter 265, topically characterizes the sub¬ 
ject in the following manner—“Building and Loan 
Associations—Rural Companies ’ \ 

During the year under consideration petitioner’s 
authorized capital consisted of 49,000 shares of a par 
value of $4,900,000 of common stock and 1,000 shares 
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of a par value of $100,000 of guaranty stock. T^ie pur¬ 
pose for which petitioner was incorporated is stated 
in Article I of its Articles of Incorporation, and this 
reads as follows: 

Be it remembered that there are hereby 
adopted the following Articles of Incorpora¬ 
tion, pursuant to an Act of the General As¬ 
sembly of the State of Indiana, approved March 
15, 1913, entitled: “An Act Concerning Rural 
Loan and Savings Associations”; and, Olso an 

Act of the General Assemblv of the State of 

* 

Indiana, approved March 14, 1919, entitled: 
“An Act to amend Section three of an Act en¬ 
titled ‘An Act concerning Rural Loan apd Sav¬ 
ings Associations’ approved March 15, 1913”; 
and all Acts supplemental thereto and for the 
purposes therein provided. Said purpose is the 
raising of money to be loaned to its members 
and others and the doing of a general building 
and loan association business and all things 
necessarv and incident thereto. 

Section 2 of Article I of petitioner’s By-Laws reads: 

The object of this Association is to promote 
an inclination to save, to furnish safe [invest¬ 
ments for the savings of members by loaning 
the funds of the Association to the members 
thereof in accordance with the laws of the State 
of Indiana and the Bv-laws of the Association, 
and such amendments thereto as may from time 
to time be adopted. 

Article II, Section 2, provides that the guaranty 
stockholders shall elect the directors of the association 

4 w 
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and shall have such other powers and liabilities as are 
provided by the statute of Indiana. The certificates 
of stock issued to guaranty stockholders read as l'ol- 
lows (omitting names and number of shares): 

Lake County Savings and Loan Association, 

i 7 

Rural. 


Guaranty Capital Stock, $100,000. 


This certifies that .is the owner of 

.Shares of the Guaranty Capital 

Stocks: of the Gary-Hobart Savings and Loan 
Association, Rural, fully paid and non-assess- 
able, transferable only on the books of the cor¬ 
poration in person or by attorney, subject to 
the limitations of the by-laws (see reverse of 
certificate) upon surrender of this certificate 
properly endorsed. 


On the back of each certificate of guarantv stock 

i o % 

was printed the following: 

By-Law Provisions Relating to Transfer of 

Guaranty Stock. 

4 4 The sale and transfer of guaranty stock 
shall be subject to the following restrictions: 
Should an owner of guarantv shares desire to 
sell the same he shall first give thirty davs’ 
written notice by mailing or handing the same 
to the president and secretary of the associa¬ 
tion. Such notice shall state the consideration 
for which he intends to sell the same and the 
person to whom he intends to transfer it. The 
board of directors may thereupon order an ap¬ 
praisal of said stock and if done they shall have 
the exclusive right to buy it themselves, or such 
of their number or such other person as they 
may by resolution permit may buy it at such ap- 
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praised price. Such appraised price shall be fair 
and reasonable and in the event said stockholder 
and board of directors do not agree thqv shall 
reduce their differences to writing and submit 
the same to a judge of the Lake Superior Court 
as arbitrator who shall fix a price within the 
limits of difference set out and such guaranty 
stockholder shall be bound to sell at such price. 
Unless the board of directors act within 30 days 
of receipt of notice given they shall waive their 
right to act. 

“A holder may pledge his guaranty stock and 
in default of such pledge the pledgee may offer 
it for sale in the same manner as an owner, but 
no such pledgee may vote stock so held. The 
same provision shall apply to purchasers on 
execution against a stockholder. 

4 ‘These provisions shall not be held to limit 
the acquisition of guaranty shares by heirs or 
devisees either by will or bv descent and distri- 
bution by law, after the death of the owner but 
when so acquired the restrictions shall apply 
the the new’ holder.’’ 

In accepting this Certificate of Stock 7 agree 
to he hound by the above restrictions. 

i 

Article II, Section 4, provides in part: 

The Common Stock of the Association may 
be issued in any amount and at any time, to any 
person, and shall consist of Installment Stock, 
Deposit Stock, Savings Stock, and Borrowers’ 
Stock. The owner and holder thereof shall 
have no liabilities thereon for any of the debts 
or losses of the Association after the p&r value 
of such Stock subscribed for is paid into the 
Association. 



Provided Further, that withdrawals of any 

money credited to any Pass Book as aforesaid 

may (at the option of this Association) be paid 

out only in accordance with the Laws of the 
* 

State of Indiana, governing* the withdrawals by 
members of any moneys or funds from Building 
and Loan Associations, and provided still further 
that the holders of this class of Installment 
Stock shall after the payment of the expenses of 
conducting the Association, such as Rent, Offi¬ 
cers’ salaries, etc., and 6V1>% to the holder of 
Guaranty Stock shall participate in one-half of 
the earnings if any above the sums so paid out 
as aforesaid. And provided further that the 
Holders of this class of Stock shall not be 
charged with any fines or penalties on account of 
delinquent payments. 

Article II, Section 7, provides that Deposit Stock 
shall be issued to any person who becomes a member 
of the Association and who desires to deposit njoney 
with the Association and receive therefor a certificate 
of deposit, an income certificate or a compound cer¬ 
tificate. Such certificate shall bear interest not ex¬ 
ceeding six and one-half per cent per annum, provided 
the money is left on deposit with the Association for 

sixtv davs or more. Xo certificates shall be issued 
%> %/ 

which mature in less than one year from date of issue 
and if withdrawal is made six months from date of is¬ 
sue and before maturity date of one year, only per 
cent shall be allowed in computing the interest thereon; 
if withdrawn before six months from date of is¬ 
sue only 5 per cent per annum shall be allowed in 
computing the interest thereon. Income certificates 
shall not be issued in amounts of less than one thousand 
dollars and on which the interest may be payable 
monthly or quarterly, if so desired by the depositor. 
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Certificates may be issued to mature at intervals from 
three to fifteen years from the date of issue. 

Compound certificates may be issued in multiples of 
fifty dollars or more, and the earnings thereon shall 
not be withdrawn, but shall accrue and accumulate, 
and may bear interest not to exceed six and one-half per 
cent per annum, compounded semi-annually and shall 
be issued to mature in periods of five years to ten years 
from date of issue, or mav be issued without anv definite 
maturitv date. 

Article II, Section 8, provides that savings stock 
shall be issued to any person who becomes a member 
of the association and desires to deposit savings from 
time to time. 

Article III, Section 2, provides for the method of 
withdrawals and gives the Board of Directors the dis¬ 
cretion to limit withdrawals to $25 at one time and not 
to exceed $100 within thirtv davs. 

Article IV provides for the method and manner of 
making loans. 

o 

Article V, Section 4, provides: 

Each Guaranty Stockholder shall be entitled 
to one vote for each share of stock issued to him 
or her, or subscribed for bv him or her if the 
records of the Association show that at least 
twenty-five per cent of the par value has been 
paid in by cash or by note made payable to the 
Association. "Where notes are received in pay¬ 
ment of Guaranty Stock, such stock shall not 
be delivered, but shall be issued and held until 
the notes are paid from time to time. 

Article V, Section 5, provides: 

Each Guaranty Stockholder shall be privileged 
to execute a proxy authorizing some person who 
is a Guaranty Stockholder of the Association, 


/ 


but no other person, to vote his or her s^ock at 
any authorized, regular or special meeting called 
to transact business of the Association, pr ovided 
however, that any such persons holding proxies 
and desiring to vote the stock covered bv such 
proxy, must file the same with the Secretary of 
the Association at least two days prior to any 
regular or special Guaranty Stockholders’ 
meeting. 

Article VI, Section 1, provides: 

The Board of Directors shall consist of at 
least five members and shall be chosen from 
among the Guaranty Stockholders, provided, 
however, that employees who are holders of 
Guaranty Stock, and not officers, shall not be 
eligible to serve as members of the Board of 
Directors. * * * 

All the loans made by petitioner during the year under 
consideration were to members. 

During the year 1929, the amounts credited to the 
various classes of common stockholders were at the 
following rates: To the installment stock members 
7M> per cent, 1 per cent of which was paid out of profits; 
to the deposit and guaranty budget members, i6 per 
cent; to borrowers’ stock members, 7 per cent; and to 
savings stock members, 5 per cent. In each case, the 
rates were computed as interest only on the amounts 
paid in on the par value of the stock subscribed tor by 
members, and those rates were fixed in advance by the 
by-laws. None of those amounts was declared by the 
Board of Directors except in the case of installment 
stock, where the amount in excess of 6M> per cent bn the 
payments made was declared as a dividend by the ^oard 
of Directors out of profits. 
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During the year 1929, the guaranty stockholders were 
paid a cash dividend of l 1 /* per cent on the par value 
of their stpek, pursuant to a declaration by the Board 
of Directors. The total dividend so paid to the guaranty 
stockholders amounted to $1,370.63 and the common 
stock members of all classes received $7,9SS.03, which 
included the 1 per cent dividend of $960.07 paid the 
installment members out of profits. 

The amounts appearing on the books of the petitioner 
as of December 31,1929, as credits to the contingent fund 
for losses, was $987.54. The guaranty stock surplus 
paid in was $7,170 and the undivided profits $1,398.80. 

During the year under consideration, 16 new homes 
were built through loans made by the petitioner. Four 
loans were made for the purpose of making additional 
improvements on homes and two loans were made in 
order to enable members to purchase new homes. 


Rural savings and loan associations, incorporated 

under the laws of the State of Indiana, are required 

to file annuallv on the same form used bv domestic 

* * 

building and loan associations, a report to the Building 


and Loan Association Division of the State Banking 


Department of Indiana, and they are inspected annually 


by the same officer that inspects the 


domestic associa¬ 


tions. 


For the fiscal year ending September 30, 1929, the 
Annual Report of the Department of Banking of the 
State of Indiana, under the heading “List of Building 
and Loan Associations by counties, together with loca¬ 
tion, date of organization, assets, etc., lists petitioner 
and many other such organizations, as follows: 


Date Stock Capital- 

Location. Name. organized. Assets. in force. ization. 

Gary Lake County July, 1926 $203,921.34 $1,594,200 $5,000,000 
Rural Sav¬ 
ings & Loan 
Asso. 


A statement of petitioner’s receipts and disburse¬ 
ments for the twelve months ending December 31, 1929, 
is as follows: 


Receipts: 

Cash on hand December 31, 192S. 

Dues on running stock. 

Paid-up and prepaid guaranty stock. 

Stocks and bonds. 

Loans on mortgage security repaid. 

Loans on stock or pass book security repaid. 

Loans on other security repaid. 

Interest . 

Premium on insurance. 

Fines . 

Real estate contracts. 

Membership fees. 

Loan fees ... 

Borrowed money .,- 

Real estate sold. 

Refunded insurance and taxes. 

Appraisal fees . 

Rents from company’s real estate. 

Due on loans. 

Fees ... 

Mortgages assumed . 

Disbursements: 

Loans on mortgage security. 

Loans on stock or pass book security. 

Loans on other security. 

Withdrawals of running stock and dividends_ 

Dividends on paid-up, prepaid stock. 

Expenses as per schedule. 

Borrowed money repaid. 

Interest on borrowed money. 

Insurance and taxes paid for borrowers. 

Real estate—purchase price. 

Stocks and bonds. 

Premium on insurance. 

Cash on hand December 31, 1929. 

Due on loans. 

Sheriff certificates ... 

Real estate contracts. 

Furniture and fixtures. 

Appraisal fees . 


$4,860.00 
84,81(1.66 
12.305.00 
•? ooo 00 
1&13140 
5,870.54 

36.519.52 

12.403.52 
493.48 
393.57 

9.225.00 
.50 
2,380.85 
10.000L00 
13,204i.55 
825.85 
3(’400 
2,707,77 
23,072i40 
56.07 
3,6SliS7 

$243,31S.15 

$49,737 40 
42,460(72 
12,606)37 
48.631 20 
1,370.65 
5,987(85 

10,000(00 

356.02 
1.006.03 

25,354(55 
1 -/>/! 


8 
7 
3 

20,04O.lOO 
1,000.03 
105.j00 

$243,31S.jl5 


360.1 

9.882.8 

9,837.0 

2,215.6 
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The petitioner contends that it is exempt from tax¬ 
ation under section 103(4) of the Revenue Act of 1928, 
which reads as follows: 

The following organizations shall be exempt 
from taxation under this title * * * 

(4) Domestic building and loan associations, 
substantially all business of which is confined 
to making loans to members; and cooperative 
banks without capital stock organized and op¬ 
erated for mutual purposes and without profit; 
* * # 

Respondent contends that petitioner is not exempt 
because it is not a domestic building and loan associa¬ 
tion within the meaning of the above quoted section of 
the 1926 Revenue Act. During the year 1911, the Legis¬ 
lature of Indiana enacted the Organic Building and 
Loan Association Act. Section 1 of that Act is printed 
below.* The Legislature of Indiana in 1913 enacted a 
statute authorizing the formation of rural loan com¬ 
panies, denominated therein as “Rural Savings and 
Loan Associations.” As pointed out in our Findings 
of Fact, petitioner was incorporated April 2. 1924, un¬ 
der the provisions of the 1913 Act. Sections of said 


*Skc. l. That every association heretofore <>r hereafter incorpo¬ 
rated under any law providing for the incorporation of building, loan 
fund and savings associations, and every association heretofore or 
hereafter incorporated under any law for the purpose of assisting its 
members to accumulate and invest their savings, by accumulating a 
fund from periodical payments on its stock, or otherwise, to be loaned 
among its members, shall be known in this act as a building and loan 
association. Such associations organized under the laws of this State 
shall be known as ‘domestic’ associations, and those organized under 
the laws of any other State, territory or nation, shall be known as 
‘foreign’ associations. 
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Act, which are deemed relevant to a decision of the 
issue involved in this proceeding are printed below.* 
The principal ground urged by respondent in the in¬ 
stant case as to why petitioner should not be classed 

*Bums Annotated Indiana Statutes (1926) Chapter 27. 

but the bonds. Section 5127. Powers , Duties, Obligations. —2. Rural 
loan and savings associations organized under this act shall have 
and may use the rights, powers and privileges herein given and 
allowed, and also those of (the) domestic building and loan associa¬ 
tion (s) under the lairs of this State, and shall be subject t<|> the 
duties, the examinations and the regulations therein and herein pro¬ 
vided. but the bonds, notes and mortgages given by its members and 
the evidence of debt and of security of the association, and) the 
endorsement, assignment or transfer thereof shall be subject oi^ly to 
the provisions of this act. [Italics supplied. 1 

Section 5129. Common Stock, Shares. — i. The shares of common 
stock shall be the same as shares of stock in said domestic building 
and loan associations, except that said shares herein are non-voting 
and the holder or owner has no liabiility thereon after the par value 
is paid into the association, and the manner of payment may l|>e as 
provided and classified in the by-laws of the association; the guaranty 
stockholders in the association shall be jointly and severally liable, 
in addition to the par value of their guaranty stock, in a sum equal 
to the amount of their several holdings of that stock to pay] any 
unsatisfied debt or liability of the association after all the asset?: and 
every other resource of the association shall be exhausted. 

Section 5133. Banking Business, What Mag Do. —8. After the guar¬ 
anty stock shall have been fully paid into the treasury of the associa¬ 
tion, it may, for and with its stockholders, also do and transact the 
business now possessed and exercised by banks under the laws oi this 
State, but may not do a general banking or trust business. 

Section 5134. Surplus Fund — Dividends. —9. After the expenses of 
management and operation, taxes and other expenses are deducted, 
there shall be set aside from the annual or semi-annual gross profits 
three (3) per cent thereof for the sinking fund, which is to provide 
against contingent losses, and also at least two (2) per cent thereof 
for the surplus fund of the guaranty stock; said sinking fund m^y be 
accumulated at any amount equal to six per cent of the assets of the 
association, and said surplus fund may be maintained when accumu¬ 
lated at an amount not less than ten (10) per cent in excess of the 
guaranty stock as a part thereof; and dividends on stock may be 
declared as provided in domestic building and loan associations liws: 
I’rovidtKl. That the said surplus fund may be considered as part of 
said guaranty stock and share in dividends as paid-up stock. 

Acts of Indiana (1931), Chapter 153. 

Sec. 7. Title of Act — Amendment .—That the title of the above 
entitled act be amended to read as follows: An act concerning guar¬ 
anty loan and savings associations. 
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as a building and loan association is that control of the 
organization is by statute placed in the hands of guar¬ 
anty stockholders and such stockholders are entitled 
to receive preferential treatment in the distribution 
of profit^ and, subject to claims of creditors, are en¬ 
titled upon dissolution, to the surplus created. On this 
point we may point out that there is nothing in the Fed¬ 
eral statute which restricts exemption to building and 
loan associations that do not issue guaranty stock. 

V. • 

Guaranty or non-withdrawable permanent capital 
stock is authorized to ho issued bv building and loan 
associations in the manner and with the same responsi¬ 
bility and liability as that here involved, in the follow- 
ing states: Arkansas (See Laws of 1929), Colorado 
(See Session Laws of 1896, 1S97, 1907, 1920). In 
“History of Building and Loan in the United States,” 
by Morton Bodfish, at page 332, the following is stated 
in respect to Colorado: 

In 1920 the first three permanent stock com¬ 
panies were organized (Naming them). 

Nearly all associations formed since that time 
have been organized on the permanent or guar¬ 
anty stock plan. Building and loan associations 
have had their greatest growth since 1920. * * * 


California (see Special Session of 1907, chapter 412; 
Statutes of 1909, Civil Code, Title XVI, secs. 633 to 
648(a)). In that case the associations are authorized 
to operate either on the guaranty plan or without the 
issuance of guaranty stock. Kansas (see Laws of 
1899, chapter 78). Oregon (see Code of 1931, enacted 
June 11). Wyoming (see Session Laws 1927, chapter 
103). 
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We think our decision in the instant casje is con¬ 
trolled by the decision of the Supreme Court m United 
States v. Cambridge Loan and Building Company, 278 
U. S. 55, affirming the Court of Claims in Cambridge 
Loan and Building Company v. United States, 63 Ct. 
Cls. 631. There the Government contended that be¬ 
cause the Cambridge Association loaned moist of its 
funds to non-members during the vears under the 1918 
act, and received most of its funds used for lo^ns from 
non-members in all the taxable years and because it 
paid a fixed rate of dividend to prepaid stockholders 
different from that paid or credited the installment or 
running stock members (the borrowing members) and 
therefore claimed by the Government not to be 
mutual; and because it loaned money for other pur¬ 
poses than the building of homes for the occupancy of 
members; and because a borrowing member >jvas not 
required to subscribe to stock in an amount equal to 
his loan (being only required to subscribe to one or 
more shares), and being permitted to have ijs pay¬ 
ments credited to the loan rather than upon thje stock 
subscribed for; and because it accepted deposits, pay¬ 
ing interest thereon, in amounts far beyond tln^ needs 
of its borrowing members and loaned them t|o non- 
members when there was no application therelfor by 
members; and because it invested some of its funds 
in purchasing outstanding mortgages on real l estate 
that were given to secure loans advanced by others; 
and because its methods of operations were hot in 
accord with orthodox methods that were employed by 
the original unincorporated building societies; it was 
therefore not a building and loan association within 
the meaning of the Acts .of 1918 and 1921 (contains 
same provisions as section 103 (4) of the Revenue 
Act of 1928), although all of those things to which 
exception was taken were permitted by the laws cj>f the 
State of Ohio where the association was organized 
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and was doing* business. The Court of Claims over¬ 
ruled these contentions of the Government, and held 
that the Cambridge Association was exempt from 
taxation. Tin* Supreme Court affirmed this decision. 
Justice Holmes delivering* the opinion of the Court, 
and. among other things, said: 


But for such an association to start it must 
have some monev to lend, and the tvpical 
member does not have it. Long before Con¬ 
gress dealt with loan and building associations, 
an esteemed writer upon tlie subject had in¬ 
sisted on the reasonableness of allowing them 
to issue full paid stock with fixed dividends, 
both in his book and upon the bench. Endlich 
Building Associations, 2d Ed. (1895), §462; 
Folk v. Capital Savings & Loan Association, 
214 Pa. 529, 554, 544, 65 A. 1015 (1906). The 
same author recognized depositors (§56) and 
with more or less qualification the right to lend 
to outsiders (§§514, ct seq.) and to borrow 
§§ 297, et seq.). Under the Ohio statute the 
respondent had these powers, and still, as we 
have said, is called a building and loan associa¬ 
tion bv that State. The same name was com- 
monly used in other States and similar powers 
were given with more or less restriction. 
When Congress exempted such associations 
from the income tax of course it was speaking 
of existing societies that commonly were known 
as such, not of ideals that would have been 
hard to find and this is not left to inference 
alone. * The statutes speak of ‘domes¬ 
tic’ associations, that is, associations sanc¬ 
tioned bv the several States. They must be 
% • 

takenl to accept with the qualifications ex¬ 
pressly stated that the States are content to 


recognize, unless there is a gross misuse! of the 


name. 


It is clear from the facts detailed in our Findings 

of Fact that petitioner is recognized by 1 lie State of 

Indiana as a building and loan association. AYe do 

not deem it necessary to restate the facts connected 

* 

with petitioner’s organization and operation. These 
things have been fully detailed in our Findings of 
Fact. Suffice it to say that we think these facts are 
sufficiently similar to the facts in United States v. 

w 

Cambridge Loan and Building Company , supra l as to 
cause that case to rule our decision in the instant case. 
Guaranty Building and Loan Co., 27 B. T. A. —, .just 
recently decided. Cf. South Euclid Savings arn\ Loan 
Co., 14 B. T. A. 1079; Richland County Building and 
Loan Association, 15 B. T. A. 537. 

A decision in favor of petitioner of the first issue 
makes it unnecessary that we decide petitioner’slalter- 
native contention. 


Decision will he entered for the petitioner. 


(3068) 
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The undersigned, by leave of this court first o 
submit the within brief as amici curiae. 


btained, 


Question involved. 

Did the return s paid by appellant on its full paid 
and sarin ys pass-boob shares duriny the years 1921- 
1929, inclusive, constitute the payment of interest, 
deductible by appellant on its income tax statements 
for those years, or did such returns constitute divi¬ 
dends for which no deduction is allowable? 

Statement of facts. j 

This case involves an appeal from a decision of the 
United States Board of Tax Appeals denying in part a 
petition of appellant for the redetermination of deficiencies 
in the income tax of appellant for the years 1921 jto 1926, 
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inclusive. These deficiencies all arise from the refusal of 
appellee to allow certain deductions for interest taken by 
appellant on its income tax statement for those years. The 
amount of such interest so disallowed represented the 
amount of certain payments made by appellant on its full 
paid and savings pass-book shares during such years; 
appellee contending, and the Board of Tax Appeals hold¬ 
ing, that such amounts so paid were dividends and not 
interest. 


Appellant throughout all of the years in question was 
a building and loan association organized under the laws 
of the State of California and engaged in the building and 
loan association business, and said shares were issued in 
the conduct of such business. (Rec., 41.*) 


During all the taxable years in question, viz.: 1921 to 
1926, inclusive, appellant had issued and outstanding 
full paid and savings pass-book shares and instalment 
shares (Rec., 49, .12), and on and after May 1, 1924, 
had issued and outstanding permanent or guarantee stock. 
(Rec., 48.) A substantial portion of the permanent or 
guarantee capital stock issued by appellant in 1924 had 
been subscribed for prior to 1921. (Rec., 47.) No question 
as to the deductibility of the dividends paid on such 
permanent or, guarantee stock or on such instalment 
stock is involved in the instant case. We are, therefore, 
concerned herein solely with the full paid and savings 
pass-book shares. 


Subscribers ,to appellant's savings pass-book shares re¬ 
ceived a small pass-book which contained a certificate in 
the form set forth in the Record. (Rec., 10.) 


Subscribers to the full paid shares of appellant received 
a certificate in the form set forth in the Record. (Rec., 12.) 


These full paid share certificates had 
coupons attached to them. (Rec., 13.) 


twentv interest 


Subscribers to the permanent or guarantee stock re¬ 
ceived certificates in the form set forth in the Record. 
(Rec., 49.) 


*A11 references to the Record are to the printed pages of the Transcript 
of Record. 
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The following general findings of the Board 4 re P er- 
tinent (Rec., 54-5): 

“Petitioner’s board of directors never declared 
dividends upon ‘certificates of subscription to perma- 

talment 
ill paid 




nent stock/ ‘savings pass-book shares,’ *ms 

certificates of investment' or ‘certificates of f 

capital stock.' When payments were due petitioner’s 

secretary directed computation of the amount! and if 

sufficient cash was not on hand he borrowed it from 

the banks. These payments were made without ref- 

erenee to petitioner's profits for the period involved. 

Tlie annual statement submitted to the directors bv 

* 

the secretary reflected a difference between gross 
income and all expenses including payments to holders 
of instruments of the four types above named. 

“Coupons and full paid shares were often presented 
by banks or bearers. When all coupons on such a 
certificate had been redeemed petitioner took up the 
certificate by payment and cancelled it. 

“Holders of certificates of subscription to perma¬ 
nent stock' were issued permanent stock certificates 
on May 1, 11)24. Thereafter such stockholders shared 
in petitioner's profits in amounts varying from twelve 
per cent in 1924 to sixteen per cent in 1926. These 
dividends were determined bv the board of directors 
and were paid quarterly. Such payments have not 
been and are not now claimed as deductions. 

“No holder of certificates of subscription i:o ‘per¬ 
manent stock/ ‘savings pass-book shares/ ‘instalment 
certificates of investment’ or ‘certificate of full paid 
capital stock’ has ever claimed any right to jwirtici- 
pat e in the profits of petitioner. The amounts paid 
by petitioner upon the instruments above nam^d were 
regarded bv it as amounts debited to interest. 

“Dividends paid upon permanent and instalment 
stock never exceeded the profits of the petitioner 


for the period covered by such payments.” 
ours.) 


(Italics 
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History of California statutory provisions governing building 

and loan associations. 

During all of the years under review, viz.: 1021 to 1926, 
inclusive, and at the time the shares in question were 
issued and outstanding, the California statutory provi¬ 
sions applicable to building and loan associations were to 
be found in former sections 633 to 648*4, both inclusive, 
of the Civil Code of the State of California and in the 
California Building and Loan Commission Act (California 
Statutes 1911, page 607; Deering's General Laws of Cali¬ 
fornia, 1923, Act 982). 

All these statutes were repealed on August 14, 1931, 
by the new California Building and Loan Association Act 
(California Statutes 1931, page 4S3; Deering's General 
Laws, 1931, Act 9S6). Said former sections 633 to 64S*4, 
both inclusive, of the Civil (’ode and said Building and 
Loan Commission Act remained substantially the same 
throughout thy period 1911 to 1931. Throughout said 
entire period, former Section 642 of the Civil Code con¬ 
ferred the right upon shareholders of California building 
and loan associations to withdraw their shares at any 
time upon thirty days' notice. 

Prior to the year 1907, California building and loan 
associations were not authorized or permitted to issue 
either guarantee stock or investment certificates, and all 
associations were strictly “mutual" in their nature and 
analogous to mutual savings banks without capital stock. 
In 1907 the legislature, by amendment to Civil Code, 
Section 634, provided for the issuance of guarantee stock 
and ever since that time the California statutes have 
sharply differentiated guarantee stock from the various 
types of shares authorized to be issued by building and 
loan associations. 


Outline of argument. 

For the reasons hereinafter set forth, amici cilriae con¬ 
tend that appellant's full paid and savings pass-book 
shares represented debts owing by it and that the returns 
paid thereon by appellant are deductible as interest for 
the purpose of ascertaining appellant 's income tax. 
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To support this contention, amici curiae will rely on 
three separate grounds, viz.: 

I. The holders of shares of a building find loan 
association are creditors and not stockholders, and 
the returns paid on such shares are interest and not 
dividends. 

II. It is particularly apparent, under the California 
statutes and decisions, that the holders of full paid 
and savings pass-book shares of a California building 
and loan association having guarantee capital stock 
outstanding are creditors and not stockholders. 

III. In the light of the circumstances surrounding 
the issuance bg appellant of its full paid and savings 
pass-book shares it must be held that they evidence 
a borrowing by the association from the holders 
thereof and not an investment of capital therein and 
the returns paid thereon by appellant were interest 
and not dividends. 


ARGUMENT. 

I. 

THE HOLDERS OF SHARES OF A BUILDING AND LO^N ASSO¬ 
CIATION ARE CREDITORS AND NOT STOCKHOLDERS AND 
THE RETURNS PAID ON SUCH SHARES ARE ^NTEREST 
AND NOT DIVIDENDS. 

(I) The true nature of an instrument, not its name, determines 
its legal effect. 

In determining the question as to whether the holders 
of these full paid and savings pass-book shares are stock¬ 
holders or creditors, the court must look through ^he name 
given them by the legislature and determine the actual 
nature thereof. 

In the case of Heller v. National Marine Bank (1899), 
89 Md. G02, 43 Atl. 800, it was held, that where a statute 
of the State of Maryland authorized the issuance of a 
security, therein called preferred stock, which stock was 
to constitute a lien on the property of the corporation and 
which lien was to have precedence over subsequent mort- 
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gages, the holders of such stock were in fact creditors 
and not stockholders. The court in so holding pointed 
out that the name applied to the security by the legislature 
must yield to its actual substance. The court said (43 


Atl. 801): 

“Calling stock preferred stock does not per se 
define the rights in such stock, but these depend on 
the statute or contract under which it was issued. 
Klkins v. Railroad Co., 3(3 X. J. Kq. 233. As said 
by the supreme court of Ohio: ‘To call a thing a 
wrong name does not change its nature. A mortgage 
creditor, although denominated a preferred stock¬ 
holder, is a mortgage creditor nevertheless: and in¬ 
terest is not changed into a dividend bv calling it a 
dividend. Nothing is more common, in the con¬ 
struction of statutes and contracts, than for the court 
to correct such self-evident misnomers by supplying 
the proper words. To use the language of the court 
in Corcoran v. Powers, (3 Ohio St. 19: “The question 
in such cases is not, what did the parties call it? but 
what do the facts and circumstances require the court 
to call it?*' * Burt v. Rattle, 31 Ohio St. 11(3. Courts 

are not influenced bv mere names. Tliev look bevond 

• • • 

these, and give to the subject dealt with the character 
—the status—which its properties denote it pos¬ 
sesses. The qualities and properties of a thing are 
its essentials. They define and mark what it is. The 
name is purely accidental. It is no part of the thing 
named. If, then, the thing which the statute con¬ 
templates possesses the characteristics and qualities 
of preferred stock, and possesses none other, it is 
preferred stock: but if, on the other hand, it pos¬ 
sesses characteristics and qualities that are entirelv 


foreign to preferred stock, as strictly defined, and 
that are descriptive of something else, then the thine* 
is obviously either not ordinary preferred stock, or 
not preferred stock at all, even though it be called 
preferred stock, and have, in addition to its own 
qualities, some of the characteristics that do pertain 
to preferred stock.*' 
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In the case of State of Missouri v. Scarpaci (JL900), 86 
Mo. App. 301, the question involved was whether a cer¬ 
tificate issued bv a building and loan association consti- 
tuted a certificate for stock or a certificate of indebtedness. 
The court, in holding that such certificate constituted a 
certificate of indebtedness, notwithstanding the 
it was denominated a certificate for shares, said 
App. 309): 

“This certificate, by whatever name it 
called, is, as we think, nothing more nor lbss than 
an obligation for the direct payment of money at a 
specified time; and by the transaction evidij 
the said certificate the relation of debtor and 
was created. ” 


act that 
(86 Mo. 

mav be 


Sliced by 
creditor 


See also: 

Wrifjht r. Johnston (1918), 1 S3 Iowa ^07, 167 
Ni W. 680; 

Burt r. Battle (1876), 31 Ohio State 116; 

('ashen r. Southern Mutual Buildhuf <T Lolpi Asso¬ 
ciation (1902), 114 Ga. 983, 41 S.E. 51; 


and 


11 Fletcher Ctjc. Corp, (Permanent Edition), p. 718, 
Sec. 5294, where it is said: 

“Whether or not the holder of a particular instru¬ 
ment or certificate is to be regarded as a stockholder 
or creditor is a question of interpretation and 
depends upon the terms of his contract as evidenced 
by such instrument and the corporate chaijter and 
the statutes of the state." 

One of the best known examples of a security which is 
denominated “stock" but which is actuallv a bond, is the 
New York City corporate stock. No one questions that 
this so-called “stock’’ is just as much a bond as| all the 
other obligations of the city. 
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(2) The holders of the full paid and savings pass-book shares in 
question have the essential right which distinguishes a credi¬ 
tor from a true stockholder, viz., the right to withdraw. 


Under the provisions of former Section 642 of the Civil 
Code of the State of California, the right is conferred 
upon shareholders of building and loan associations to 
withdraw their shares at any time upon thirty days’ 
notice. (Supra, p. 4.) On the other hand, the guaran¬ 
tee stock of a California building and loan association is 
fixed, permanent and non-withdrawable. (Former section 
634d of the Civil Code.) 


This right of shareholders to withdraw, it is submitted, 
is inconsistent with the holding that such shares are cor¬ 
porate stock and that the holders thereof are not creditors. 
In a number of well reasoned cases manv state and federal 
courts, including this honorable court and the Circuit 
Court of Appeals for the Ninth Circuit, have held, that 
in view of this right to withdraw, the shareholders of 
building and loan associations are creditors and not stock¬ 
holders. 


In the case of Barley r. Gift in as (1S9D), 15 App. D. C. 
427, this court in holding that shareholders of a building 
and loan association were creditors, said: 

“Looking beyond the formal terms of ‘stock’ and 
‘stockholders,’ used in the by-laws, into the substance 
of the contract made with subscribers to the operating 
fund, our view of the relations referred to is, that 
the complaining subscribers are not stockholders of 
the corporation in the ordinary legal signification of 
the term; but are its creditors." (444) 


“What liability, if any, the subscribers under these 
by-laws might incur as stockholders or individuals, in 
law or equity, to creditors of the corporation, is a 
question that is not involved. Clearly, as to the cor¬ 
poration itself and to each other, they were not 
stockholders in any legal sense. They were mere 
depositors of money, after the manner of time deposi¬ 
tors in the ordinarv savings bank, under by-laws 
forming the contract between them and the corpora¬ 
tion, which conferred the right, after the lapse of a 
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stated period, to demand the return of the deposit 
with its guaranteed interest.” (445) 

In the case of Merchants National Bank of San Fran¬ 
cisco v. Continental Building and Loan Association 
(1916) (C. C. A. 9th Cir.), 232 Fed. S2S, which arose in 
California and involved a California building and loan 
association, it was held that the holders of withdrawable 
shares of the defendant association were creditors and as 
such were entitled to vote for the selection of a trustee in 
bankruptcy. The court said (232 Fed. 831): 

“Building and loan associations are at oncje distin¬ 
guishable from ordinary commercial corporations. In 
building and loan corporations, where the) capital 
stock consists of the dues paid in by members, to¬ 
gether with the apportioned profits, the shareholder 
has a right to withdraw at anv time from the asso- 
ciation and to receive what ho has paid in plus his 
share of the profits earned and minus the penalties 
imposed for withdrawal, without being compelled to 
complete his stock subscription. As was saijl by the 
referee in his report: 

6 * * * To the extent of the obligation of 
poration to pay the withdrawal value of k 
based upon profits actually existing the identity of 
the corporation is distinguished from that of its 
members. If the corporation is solvent, they can in 
law or in equity recover such withdrawal value. If 
the corporation is unable to pay back the principal 
paid in, a state of insolvency exists.’ ” 

We wish to call particular attention to this case and also 
to the case of In re Western States Building-Loan Asso¬ 
ciation (1931) (Disk Ct. S. D. Calif.), 50 Fed. (2d) 632 
(discussed infra, page 22), which, so far as we know, is 
the last expression of any court on the question involved 
in this case. Doth of these cases hold in well Reasoned 
opinions that shareholders of California building and loan 
associations are creditors and we submit that they should 
be controlling on this question. 


the cor- 
le stock 
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In the leading case of Cool: v. Equitable Building and 
Loan Association (1898), 104 Ga. 814, 30 S. E. 911, the 
court said (30 S. E. 917): 

* * 'Pkg holers 0 f this stock paid the associa¬ 
tion its full face value, $100 per share, and the stock 
thus acquired bears interest at the rate of 6 per cent, 
per annum, payable semiannually. The purchaser has 
the right, after 90 days’ notice, to receive back the 
money paid for the stock, and the association has a 
like privilege, upon 6 months’ notice, of refunding to 
the purchaser the money paid therefor, and taking up 
the stock. The holder of this stock has really no 
interest in the profits or losses of the business of the 
association. The association can never be under any 
obligation to pay him more than it has actually 
received from him, with interest, nor can it ever dis¬ 
charge its obligation to him by paying him less. We 
cannot possibly distinguish this from any other case 
of borrowing and lending money. It is just as if the 
association had obtained money on its note or bond 
due upon 90 days after demand, with interest. It 
matters not what name is given to its obligation,— 
whether stock, note or bond. The nature of the trans¬ 
action, whether it be a pure borrowing of money or 
not, is determined by the real substance and effect of 
the contract between the parties.” 

In the case of Atwood v. Dumas (1S89), 149 Mass. 167, 
21 N. E. 236, it was held that share s in a building and 
loan association were subject to garnishment since the 
holders of the same were creditors. Justice Holmes, who 
delivered the opinion of the court, said (21 N. E. 236): 

“ Cooperative institutions like the one before us 
seem first ,to have appeared as voluntary unincorpo¬ 
rated associations. St. 1S54, c. 454, sec. 5; Merrill v. 
Mclntire, 13 Gray. 157; Baxter v. Mclntire, 13 Gray. 
168. Delano v. Wild, 6 Allen, 1. The incor¬ 
poration of them simply facilitates carrying out the 
purposes for which they are formed—on the one 
hand, by advancing the funds contributed by the 
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members to such of them as make the be^t offers; 
and, on the other, by dividing the profits, if any, 
among the shares. In the latter aspect these corpora¬ 
tions resemble savings banks, and have bee n likened 
to them more and more bv legislation. Thev stand 
in the same relation to the commissioner of savings 
banks. Pub. St. c. 117, sec. 20. They are subject to 
similar restrictions as to land purchased by them on 
foreclosure. Section 19. They are required to 
reserve a guaranty fund from net profits. St. 1885, 
c. 121. See Pub. St. c. 116, sec. 24. Since St. 1883, 
c. 98, they are called ‘banks’. The so-called ‘shares’ 
are represented, not by certificates of stock, but by 
entries in a pass-book Pub. St. c. 117, sec. 17. And 
the value of them is determined by the amount paid 
in, plus profits and less fines and losses. When the 
shares reach ‘the ultimate value of $200,’ they are 
not to be kept as full-paid shares, but are toj be paid 
off. Pub. St. c. 117, secs. 7, 9. By St. 188j, c. 216, 
sec. 2 (Pub. St. c. 117, sec. 8), ‘a member mjay with¬ 
draw his unpledged shares at any time by giving 30 

davs’ notice.’ That is to sav, the member has a 

• * * 

right to demand back the money he has paid to the 
corporation, together with any profits which may 
have accrued, deducting fines and his share of losses, 
and this right is one of the terms on which he paid. 
At the same time he has no claim to a specific fund. 
The money which he pays in becomes the nioney of 
the corporation, as in the case of a banker, and in 
this case the trustee states that he has used the money 
paid by the defendant as its own. So far the rela¬ 
tions between the corporation and the defendant is 
that of debtor and creditor, or at least constitutes a 
contractual or quasi contractual obligation to pay 
money, whatever name it may be called in the statute . 
See Burt v. Rattle, 31 Ohio St. 116, 130; Totten v. 
Tison, 54 Ga. 139. The fact that the defendant had 
not given the required notice does not affect the ques¬ 
tion. Clapp v. Bank, 1 Allen, 394. j 

“It is true that no more than one-half the funds in 
treasury are applicable to the demands of with¬ 
drawing members without the consent of the direc- 
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tors. But it is equally true that the liability of a 
mutual insurance company for a loss is confined to a 
specific and limited fund. Com. v. Insurance Co., 
112 Mass. 116, 121. So is that of a savings bank. 
* * * We are of opinion that the shareholders’ right 
to this balance is a credit, or that the balance is 
‘money due to the defendant,* subject to be taken by 
trustee process. Pub. St. c. 1S3, secs. 21, 2b; Gray v. 
Bennett, 3 Mete. 522, 526." (Italics ours.) 


In the case of Ham r. Woodward (1S9S), 151 Ind. 132, 
50 N. E. 33, the court said (50 X. E. 34): 

“* * * The conclusion that the holdings of a non¬ 
borrowing member should be taxed as a credit, and 
not as stock, is supported by the fact that building as¬ 
sociations. in the form now known to the laws of this 
state, admit of the withdrawal at any time of the 
amount which the holder has paid into the associa¬ 
tion, together with the legal rate of interest upon the 
same. * * * It is quite clear, we think, that one who 
deposits his money with an association subject to 
call at any time upon reasonable notice, and who may 
receive the interest upon or earnings of the money so 
deposited,! is a creditor to the extent of such deposit 
and interest or earnings, and although his credit mav 
be evidenced bv a certificate of stock or other writing, 
he is nevertheless a creditor, and his holdings, what¬ 
ever called or however, evidenced, constitute a 
credit .’ 9 


In the case of Board of Commissioners of Arapahoe 
County v. Fidelity Sarinys Ass'n. (1003), 31 Colo. 47, 
71 Pac. 376, it|was held that the amount of stock issued 
by a savings association in the nature of a building and 
loan association could be deducted by it as a debt for the 
purposes of state taxation. In regard thereto the court 
said (71 Pac. 377): 

“ ‘Debt’ is defined by tin* supreme court of Massa¬ 
chusetts in the case of Gray v. Bennett, 3 Mete. 526, 
as follows: ‘The word “debt*’ is of large import, 
including not only debts of record, or judgments, and 
debts by specialty, but also obligations arising under 
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simple contract to a very wide extent; a^nd in its 

popular sense includes all that is due to a man under 

any form of obligation or promise.’ Accepting this 

as a correct definition of a debt, it is clear that the 

association is indebted to its stockholders to the 

amount paid in by the members, together with the 

amount earned bv the stock and credited to the stock 

* 

upon the books or stock of the association hs profits 
or dividends.” 

The courts have applied this principle not only to 
building and loan associations, but also to other types of 
corporations and have held that the holders of securities 
having a right to withdraw or demand payment of the 
same at any time are not stockholders of the issping cor¬ 
poration but are creditors. 

In the case of Best v. Oklahoma Mill Co. (1926), 124 
Okla. 135, 253 Pac. 1005, the court, in holding that 
so-called “preferred stock" which the corporation was 
obligated to redeem on a fixed date was in reality an 
evidence of indebtedness since the obligation tq redeem 
was absolute, said (253 Pac. 1007): 

“The third provision of the certificate, supra, is 
an absolute and unconditional promise of |the cor¬ 
poration to redeem the stock of plaintiff on its due 
date or maturity to the extent of the par value and 
cumulative dividends, if there be anv. It Seems as 
absolute and binding as the obligation of a promis¬ 
sory note. We make this the ratio decidendi herein. 
•> 

This provision is inconsistent with, and obnoxious to, 
the theory that plaintiff is a preferred stockholder, 
for that a preferred stockholder, though having a 
preference over a common stockholder in distribution 
of assets, when he invests his money in the corporate 
stock of the company, takes the hazard of its success. 
He mav lose his investment or he mav gain tack his 
investment and much more. That he is guaranteed 
the return of his principal is inconsistent ivith his 
being a stockholder at all, and is consonant with his 
status as a creditor or lender of money. * * * The 
second provision, supra, by which plaintiff is entitled 
to dividends out of the profits at said rate, is con- 
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sistent with plaintiff being a stockholder. However, 
by implication this right is contingent upon the exis¬ 
tence of profits, and not wholly inconsistent with the 
notice that plaintiff loaned the money to the corpora¬ 
tion for the dividend thus to be paid, if any, as for 
interest on the loan, the dividends being limited to 7 
per cent., but not even guaranteed by the instru¬ 
ment. ’ ’ 

See, also: 

Savannah etc. Co. r. Silverierg (1899), 108 Ga. 
281, 33 S. E. 908. 


Likewise, in the cases of People ex rel. Bridgeport Sav¬ 
ings Bank v. Barker (1896), 17 Misc. Ilep. 180, 4-0 N. Y. 
S. 1001, and people v. Mechanics' and Traders' Savings 
Inst., 92 N. Y.,7, it was held that the relationship between 
a depositor and a mutual savings bank was that of 
creditor and debtor. 


See, also, I. T. 1461, /—.2 C. />., page 148, where it was 
ruled that the relationsliip between depositors and a 
mutual savings bank having no capital stock was that of 
creditor and debtor and that bv reason thereof the amount 
paid to such depositors was interest and not dividends. 


See, also, Fletcher , Cyclopedia of Corporations, Perma¬ 
nent Edition, Yol. 12, page 17S, where it is said: 

“Of course, if the corporation guarantees not only 
the interest on the stock, but also agrees to receive 
back or otherwise liquidate the principal of the shares 
at par, at a date named, the so-called ‘preferred 

stock' reallv becomes an interest-bearing debenture 
• ' 

of the corporation, which creates the relation of 
debtor and creditor between the corporation and the 
so-called shareholder. 


In the case of Elko Lamoille Power Co. v. Commis¬ 
sioner of Internal Reroute (1931) (C. C. A. 9th Cir.), 50 
Fed. (2d) 595, the court, in holding that the security there 
under consideration, which was redeemable at the option 
of the corporation, was preferred stock, distinguished the 
holding in the case of Jones Syndicate v. Commissioner of 
Internal Revenue (1927) (C. C. A. 7th Cir.), 23 Fed. (2d) 



15 


833, on the ground that in the security under consideration 
in that case “there was an express provision io pay at 
five years, M while in the instant case the preferred stock 
could, at the option of the corporation , be redeemed. 

It obviously makes no difference whether payment of 

the security in question can be demanded by the holder 

thereof at anv time or onlv at a fixed time. A demand 

* • 

note is no less a note than a note payable at a fixed time. 
Indeed, it is submitted that where the right is conferred 
upon the holder to withdraw the amount represented by 
his securitv whenever he desires and not at some fixed 
time set forth in the securitv, there is more reason for 
holding him to be a creditor than in the latter case. 

In the case of Cashen r. Southern Mutual Building and 
Loan Association (1902), 114 Ga. 983, 41 S. K. 51, it was 
held that the holder of full paid stock of a building and 
loan association was entitled to file a claim in insolvency 
since he was a creditor of such association. The court 
overruled the contention that the stockholder wgs not a 
creditor because there was no fixed maturitv to His claim, 
in the following language (41 S. E. 53): 

“It was urged that Cashen's claim against the 
association could not be treated as a debt, for the 
reason that it had no fixed maturity. Under the 
by-laws it was within the power of the association to 
mature his claim, at its option, at any time after the 
expiration of three years, or it was the right of 
Cashen, at any time after the expiration of one year, 
on sixty days’ notice, to demand payment of his cer¬ 
tificate. It will not do to say that a demand is not 
a debt merely because the time of its payment 
depends upon stated contingencies; nor is f: fair to 
Cashen to defeat his claim as a creditor because he 
failed to give the sixty days’ notice required by the 
by-law.* ’ 

It is submitted, therefore, that the right to withdraw 
conferred upon the holder of full paid and savings pass¬ 
book shares of building and loan associations of the State 
of California by the provisions of Section 642 establishes 
that his status is that of a creditor—not a stockholder. 
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The true stockholder contributes a fixed asset to the cor¬ 
poration which cannot be withdrawn until the corporation 
dissolves. The right of the holder of the full paid and 
savings pass-book shares in question to terminate his 
relation with the association and demand the return of 

his investment at anv time is utterlv inconsistent with 

*> • 

the status of a true stockholder. 


(3) Various California statutory provisions clearly indicate that 
the shares here under consideration were intended by the 
legislature to represent debts and not stock. 


(a) Section I) of the California Building and Loan 
Commission ^ct treats shares of a building and loan 
association as a liability of such association. Thus, it 
provides that the Building and Loan Commissioner shall 
take possession of an association if its assets are less 
than the amount of its liabilities, including those of share¬ 
holders, and it refers to the claim of a shareholder as a 
“liability.” 

mf 

It is well recognized that in determining whether a 
corporation is insolvent, the courts do not take into con¬ 
sideration the fact that the assets are not sufficient to 
meet its liability to its stockholders on its capital stock. 
See 14A Corpus J-uris, p. S83 (“Corporations,” sec. 
3059), where it is said: 

“In determining whether a corporation is insolvent, 
liability to its stockholders on its capital stock is not 
to be taken into consideration.’' 

Ratcliff v. Clcndcnin (1916) (C. C. A., Stli Cir.), 232 
Fed'.' 61; 

Shearer \i\ Fanners Life Ins. Co. (1919) (C. C. A., 
8th Cir.), 262 Fed. S61. 


(b) Section ,348 of the (’ode of Civil Procedure of the 
State of California provides as follows: 

“To actions brought to recover money or other 

* • 

property deposited with any bank, banker, trust com¬ 
pany, building and loan association, or savings and 
loan society there is no limitation. * * *” 

This code section dates back to 1S74 and as regards 
building and logn associations could only refer to shares 


17 


issued by them, since this was the only type of security 
issued by such associations at that time. We see here a 
plain intent on the part of the legislature indicating that 
in its mind shares of building and loan associations were 
just like deposits in a bank, i. e., debts of the co rporation, 
and that the holders thereof could institute an action for 
the return of their money. 

(c) Section !) of the Building and Loan Commission 
Act provides that the holders of guarantee capital stock 
shall be personally liable to pay any deficiency on 
liquidation. 

Also, Section (534d of the Civil (’ode provides,, in refer¬ 
ence to guarantee stock, that “when any such stock has 
been once so set apart, sold and issued, it shall there¬ 
after remain as a fixed, permanent and guarantee capital 
and shall be subject to all conditions and liabilities attach¬ 
ing to the paid-in capital stock of other classes of corpo¬ 
rations.” * * * 

On the other hand, at no time during the period under 
review was there any express provision of any California 
statute subjecting the holders of full paid and savings 
pass-book shares of a building and loan association to 
personal liability for the debts of such association. 

Under the familiar doctrine of expressio miim cst 
cxclusio alterius it must be inferred that the intention of 
the legislature was that the holders of shares of building 


and loan associations should not be personally 


iable for 


the debts of the corporation. In view of the fact that 
under Section 3 of Article XII of the Constitution oi the 
State of California, as the same was in effect during the 
vears here under consideration/ it was provided that 
“each stockholder of a corporation or a joint stock asso¬ 
ciation shall be individually and personally liable for such 
proportion of all its debts and liabilities contracted or 
incurred during the time he was a stockholder, as the 
amount of stock or shares owned by him beafs to the 


whole of the subscribed capital stock, or slum 
corporation or association * * *,'' any statu 


ks of the 
te which 


* Soot ion 3 "f Article XII of the Constitution of the State ( 
was repealed l*y vote of the people on November 4, 1930. 
1931, Constitution of California, p. 090.) 


f California 
(Treadwell's 
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attempted to exempt a stockholder from this liability 
would be unconstitutional. See: 

McGowan v. McDonald (1896), 111 Cal. 57, 43 Pac. 
418; 

Western Pacific Rij. Co. r. Godfrey (1913), 166 
Cal. 346, 136 Pac. 284. 

Therefore, it is the duty of the court, in order to save 
the constitutionality of Section 634d of the Civil Code 
and of Section 9 of the Building and Loan Commission 
Act, to hold that the holders of these shares are creditors 
and not stockholders. 

In the case of Burt v. Rattle (1876), 31 Ohio State 116, 
the Supreme Court of the State of Ohio was faced with 
this question and held therefore that the security under 
consideration must be held to represent an indebtedness 
and not stock (31 Ohio State 129): 

“A stockholder in such a corporation in Ohio, 
without individual liability, is simply an impossibility. 
To declare a party not individually liable is, prima 
facie , to (declare him not a stockholder. It is but 
reasonable to conclude that the legislature, by simply 
denominating these parties ‘preferred stockholders,’ 
and calling the semi-annual payments to them ‘divi¬ 
dends,’ did not mean to violate this well-known pro¬ 
vision of the constitution, and also to nullify the sub¬ 
stantial provisions of the act, which give to such 
parties all the relations and characteristics of credi¬ 
tors of the corporation, and none of those which 
belong to its real owners and members. To give the 
contrary interpretation to the act would be to regard 
its letter rather than its spirit and intention.” 

(d) The California Legislature, both in the Civil Code 
and in the Building and Loan Commission Act, distin¬ 
guishes sharply between the guarantee or permanent 
stock, always denominating it “stock,” and the full paid 
and savings pass-book shares, usually denominating the 
latter “shares.” 

Section 634d, in providing for the issuance of guarantee 
stock, uses the following words: 

“Guarantee stock shall he stock, provided by the 
by-laws, to be set apart and sold as a fixed, perma- 
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nent or guarantee capital. When any such stock has 
been once so set apart, sold and issued, it shall there¬ 
after remain as a fixed, permanent and guarantee 
capital, and shall be subjected to all the conditions 
and liabilities attaching to the paid in capital stock 
of other classes of corporations." (Italics (Jurs.) 


s 


From the italicized language, it is obvious 
legislature intended that other classes of share 
ized to be issued under Section 634 of the Ci 
including full paid shares and savings pass-bodk shares, 


would not be stock. See, also. Section 9 of the 
and Loan Commission Act, where throughout tl 


that the 
author¬ 
ed Code, 


Building 
e section 


guarantee capital stock is treated on a different basis than 
the other types of shares of building and loan associa¬ 
tions. It is therefore apparent that the legislature had in 
mind a distinction between guarantee capital stock which 
it considers to be true corporate stock and the other types 
of shares which it considers not to be stock, but 
indebtedness. 

It is submitted, therefore, that in view of the 
lative expressions, these shares should be lie! 
evidences of indebtedness and not stock. 

All the above mentioned decisions and statutorv 


pro¬ 
visions indicate that the holders of shares of a California 

ot stock- 
sociation 


‘se legis- 
ld to be 


building and loan association are creditors and i 
holders, regardless of whether or not the as) 
issuing such shares has guarantee stock outstanding. 

We shall now pass to a consideration of the in 
of a guarantee capital stock in determining win 
holders of shares issued by an association bavin 


portanee 
‘thcr the 
g such a 


guarantee capital stock are creditors or stockholders. 
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II. 

IT IS PARTICULARLY APPARENT, UNDER THE CALIFORNIA 
STATUTES AND DECISIONS, THAT THE HOLDERS OF FULL 
PAID AND SAVINGS PASS-BOOK SHARES OF A CALIFOR¬ 
NIA BUILDING AND LOAN ASSOCIATION HAVING GUAR¬ 
ANTEE CAPITAL STOCK OUTSTANDING ARE CREDITORS 
AND NOT STOCKHOLDERS. 

(1) The right of the holders of the full paid and savings pass¬ 
book shares in question to call on the holders of guarantee 
stock to repay in full the amount represented by their full 
paid and savings pass-book shares clearly indicates that they 
are creditors. 

Preliminarily, it should be observed that while none of 
the permanent or guarantee stock of appellant was issued 
prior to May 1, 1924, nevertheless, since a large portion 
thereof was subscribed for prior to the year 1921, appel¬ 
lant must be treated as having guarantee capital stock 
Issued and outstanding not only as of May 1, 1924, but 
during all of the taxable years here in question, under the 
principle well recognized by the California statutes and 
decisions that the subscriber to the stock of a corporation 
becomes a stockholder thereof upon the making of such 
subscription. 

See: 

California Civil Code, former Section 322 (repealed 
August 14, 1931); 

Mitchell v. Beckman (1883), 64 Cal. 117, 28 Pac. 

110 . 

The California statutes recognize that in every case 
where an association has a guarantee capital stock, the 
guarantee stockholders are proportionately liable for all 
claims against the association, including the claims of 
shareholders, and consequently recognize that the share¬ 
holders are creditors. 

Under the provisions of the California statutes, the 
holders of full paid and savings pass-book shares are 
entitled to be protected against losses by the permanent 
or guarantee stock. See California Civil Code, 634 (d). 
Even more controlling, however, is the provision of the 
California statutes which make the holders of the perma- 
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Co minis- 


r society 
io realiza- 


nent or guarantee stock personally liable to njake good 
any loss to the holders of the full paid and savings pass¬ 
book shares. See California Building and Loan 
sion Act, Section 9, wherein it is provided: 

“Liability of stockholders. Disposition of surplus. 
In every case where anv such association ( 
shall have a paid-in guarantee capital, and th 
tion of assets shall be insufficient to hieet the 
liabilities due to all other classes of stockholders, 

I ' 

shareholders, members and investors, the commission 

shall enforce, by action or otherwise, the liability of 

each and every of the holders of the guarantee capital 

stock for his or their respective pro rata of any such 

deficiency. Whenever, in all cases where there shall 
• • 

be a paid-in guarantee capital, the commissio ler shall 
have fully liquidated all approved claims, and shall 
have made due provision for any and all known but 
unclaimed liabilities guarantee capital excepted, and 
shall have paid all expenses of liquidation, any sur¬ 
plus that may then remain in his hands, together 
with all the records and effects, shall be delivered 
over to the holders of the guarantee capital stock at 
a meeting thereof to be called by the eonmjissioner 
for that purpose.” (Amendment approved December 
18, 1911. Stats. 1911, Ex. Sess., p. 9.) 

While it is true that one of the common features of 
preferred stock is its right to be protected against losses 
bv the common stock, it is submitted that there never has 
been and, in the nature of things could not be, a preferred 
stock entitled to assessments from common stockholders 
to the end that the full par value of the preferre 
must be repaid in liquidation by the common 
holders. 

This imposition on the permanent or guarantee 
holders of a liability to pay the claims of shareholders is 
consistent with, and was passed pursuant to, the [former 
Section 3 of Article XII of the California Constitution 
which makes every stockholder of a corporation! liable 
for the claims of its creditors. 


Id stock 
stock- 

stock- 
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(2) Under the California statutes and decisions, in the case of 
an association with guarantee capital stock outstanding, the 
guarantee capital stock is the only true corporate stock and 
the full paid and savings pass-book shares represent debts 
and not stock. 

In the case of a California building and loan associa¬ 
tion having guarantee capital stock, such stock is the only 
true corporate stock and the shares of such association 
represent debts. 

In the case of In re Western States Building-Loan Asso¬ 
ciation (1931) (District Court, Southern District, Cali¬ 
fornia), 50 Fed. (2d) 632, which involved a California 
building and loan association having guarantee or per¬ 
manent stock, i in holding that the shareholders were 
creditors, the court said (50 Fed. (2d) 633): 

“It is provided by the California law that building 
and loan associations shall have what is known as 
‘guarantee stock/ which becomes permanent capital, 
and is required to remain as such, and is subject to 
the liabilities attached to paid-in capital stock of 
other classes of commercial corporations. It is pro¬ 
vided that the guaranty stock ‘shall protect and 
guarantee all other stockholders and creditors against 
any loss. * , * *’ (Civ. Code Cal. Sec. 634 (d).‘ With 
the capital stock as a supporting basis , building and 
loan associations incite public patronage in invest¬ 
ments, and, while these patrons might conventionally 
be called depositors , their deposits are applied in the 
purchase of other classes of shares listed as * install¬ 
ment shares'full paid shares*pass book shares.' 
The depositor or shareholder receives interest on his 
investment or deposit." (Italics ours.) 

The situation of an association which lias no stock and 
which issues only shares is quite different. In the case 
of such associations the shareholders are the only persons 
w’hom the court can hold as the owners of the assets of 
the corporation and consequently, some of the cases 
appear to hold that the shareholders of such associations 
are stockholders. Under these considerations in the cases 
which have decided that such shareholders are stock- 
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holders, the courts have apparently been inclinefi to this 
view by reason of the fact that such shareholder^ are the 
only persons whom the court could point out as being the 
owners of the assets of the corporations. 

Thus in the case of In re Puget Sound Savings and 
Loan Association (1931) (I)is. Ct. AY. I). Wash. N. 1).), 49 
Fed. (2d) 922, the court in reaching this conclusion 
pointed out that such shareholders furnish the only capital 
and said in regard thereto (49 Fed. (2d) 924): 

“No ‘demand’ or ‘commercial checking account’ 
shall be carried, nor shall any savings account be 
received without issuing shares of stock for the 
same. Section 3727, Rem. Comp. Stat. The term 
‘deposit’ or ‘depositor’ when used, must be consid¬ 
ered in the sense of operation of the association, 
since the * deposits' furnish the only capital which is 
invested and employed. Bank of Redemption| v. Bos¬ 
ton, 127) F. S. GO, 3 S. Ct. 772, 31 L. Ed. 6S9|: Aber¬ 
deen Savings etc. Ass’n. v. (’base, 17)7 Wa^li. 37)1, 
289 I\ 7)36, 290 1\ 697." (Italics ours.) 


A similar situation has developed in regard to savings 
banks. The learned authors of Ruling Case Law (jo R. C. 
L. ]). 697)), have made the following statement: 

“* * * in a few jurisdictions anomalous savings 
banks are authorized, having a capital stock and 
stockholders, and the relation between such banks 
and a depositor is practically the same as that 
between ordinary commercial banks, namely that of 
debtor and creditor." 

This distinction lias been reached in the State o * Cali¬ 
fornia between depositors in savings banks which have 
no capital stock on the one hand and those in slivings 
banks which have capital stock on the other, ijn the 
former situation the court has declared the depositors of 
such savings banks to be shareholders and in the latter 
to be creditors. 

Security Savings etc . Co.,v. Hinton (1893), 9|7 Cal. 
214, 32 Pac. 3. j 
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This case involved the taxability of the credits held bv 

• •» 

a savings bank and the deductibility from the amount 
thereof of the amounts of the deposits on hand in the 
savings bank. The court held that such deposits were not 
deductible. The court, while admitting that there was a 
distinction between savings banks which distribute to their 
depositors the net profits realized by them in their busi¬ 
ness and those which pay to depositors a specified rate 

of interest, nevertheless held that they were not entitled 
• • 

to any deduction. The court in recognizing the distinc¬ 
tion above referred to said (97 Cal. 222): 

‘‘The learned counsel distinguishes between sav¬ 
ings and loan associations which distribute to deposi¬ 
tors the net profits realized by the bank in proportion 
to their several deposits, and those which pay to 
depositors a specified rate of interest on time de¬ 
posits: that in the former class the depositors are, in 
effect, members of the corporation, and interested in 
its profits, while in the latter class they are creditors, 
and have no interest in the profits." 

In the case of Los Auricles r. State Loan & Trust Co. 
(1895), 109 Cal. 396, 42 Pac. 149, the court said (109 Cal., 
at 401): 

“It is, therefore, apparent that a deposit in a sav¬ 
ings bank having a capital stock may be a debt 
against the corporation, and indeed must be, since the 
corporation is formed by the stockholders, and the 
depositor deals with the corporation, not as his agent, 
for whose mistakes or defalcations he is responsible, 
but as a principal pledging its stock and assets for 
the security of the depositor. Not so, however, with 
the savings banks of the other class which has no 
capital stock, and in which the depositors are mem¬ 
bers of the corporation. Section 577 provides, among 
other things, as follows: ‘The directors of anv such 
corporation having no capital stock must retain, on 
each dividend day, at least five per cent, of the net 
profits of the corporation, to constitute a reserve 
fund, which must be invested in the same manner as 
the other funds of the corporation, and must be used 
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toward paying any losses which the corporation may 
sustain in pursuing its lawful business.' 

“From this review of the provisions of 
Code it clearly appears that there are at 


the Civil 
least two 


plans or systems upon which savings banks may be 
organized and conducted, and that the m 
which the defendant conducted one branc 
business conforms to one of these systems.” 


aimer m 
h of its 


See Wells r. Black (1897), 117 Cal. 157, 160| 48 Pac. 
1090, where the above case was expressly approved. 

As in the case of building and loan associations, the 
organization of savings banks both with and without 
capital stock is authorized under the same code sections 
and no separate provision authorizes the acceptance of 


deposits by a savings bank without capital stock f 
authorizing savings banks with capital stock to a< 
same. 


rom that 
cept the 


209 Pac. 


See, also: 

Upham v. Bram well (1922), 105 Ore. 597, 

100 ; 

Williams v. Johnson (1914), 50 ^lont. 7, j!44 Pac. 
768; 

0ulton r. The German Savinr/s and Loan 
(1873), 17 Wall. 109, 21 L. Ed. 618. 

In the light of the foregoing cases, the only 
ground for holding that the owners of shares of 
ing and loan association are stockholders, is the 


Society 


possible 
a build- 
absence 


of any other ('lass of persons who own the “equity” in 


the association. Accordingly, in an association 


such as 


appellant, having a permanent, guarantee stock which is 
undoubtedly true corporate stock, the only possible reason 
for holding shares of such association to be stock disap¬ 
pears, and the court must, therefore, hold that the full 
paid and savings pass-book shares of appellant constitute 
certificates of indebtedness. 
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HI. 

IN THE LIGHT OF THE CIRCUMSTANCES SURROUNDING THE 
ISSUANCE BY APPELLANT OF ITS FULL PAID AND SAV¬ 
INGS PASS-BOOK SHARES IT MUST BE HELD THAT THEY 
EVIDENCE A BORROWING BY THE ASSOCIATION FROM 
THE HOLDERS THEREOF AND NOT AN INVESTMENT OF 
CAPITAL THEREIN AND THE RETURNS PAID THEREON BY 
APPELLANT WERE INTEREST AND NOT DIVIDENDS. 

(1) The express terms and provisions of appellant’s full paid 
and savings pass-book shares indicate an intention to create 
a debtor-creditor relationship. 

It is our contention that appellant was obligated under 
the express terms and provisions of the full paid and 
savings pass-book shares in question to pay returns 
thereon, irrespective of whether it earned any profits— 
which fact furnishes an additional reason for holding that 
such shares represented debts. 

In support of this contention, the following provisions 
from the by-laws and full paid and savings pass-book 
shares of the association are quoted. 

Under Section 2 of Article X of the by-laws of appel¬ 
lant, it is provided in part: 

“Profits from full-paid ‘IV stock and from Sav¬ 
ings Pass-Book stock, after paying- the interest 
thereon , sjiall be credited to the installment stock as 
profits thereon.” (Bee., 45.) (Italics ours.) 


The pass books which were issued to the holders of 
savings pass-book shares were practically identical in form 
with the ordinary pass-books used by banks with columns 
for “deposits” and withdrawals, and contained a cer¬ 
tificate which provided in part as follows: 

“Dividends from the earnings of the Association 
will be credited semi-annually, computed on the mini¬ 
mum monthly balance, at the rate of five per cent, per 

annum , on the second Mondav of Julv and Januarv 
' • » « 

of each year.” (Rec., 50.) (Italics ours.) 


The certificates of the full paid shares of appellant con¬ 
tained the following provisions: 
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Associa¬ 


te and 
ender of 


“First: That the amount for which this certificate 
is issued shall bear interest at the rate of six per 
cent. (6 r /c ) per annum, payable semi-annually at the 
office of the Association in the citv of Los Angeles on 
presentation and surrender of the annexe^ coupons 
as thev severally become due. 

“Second: The Fidelity Savings and Loai 
tion reserves the right, on or after the expiration of 
five years from the date hereof, to pay this certificate 
on any interest date, upon mailing, to its recorded 
owner, written notice, six months prior thejreto, and 
thereupon said principal sum shall become 
shall be paid upon the presentation and sur 
this certificate and all unpaid coupons to thej Associa 
tion at its office in the City of Los Angeles, and it 
may be surrendered, upon three months’ notice, for 
a sum which with interest previoushj paid shall equal 
its face value with interest from the date hereof to 
the date of withdrawal. 

"Third: In consideration of the rate of 
paid hereon, it is agreed that this certificate 
further participate in any surplus or earrings or 
profits. 

“This certificate mav be transferred bv [endorse- 
ment and record thereof on the Association's books 
acknowledged hereon." (Rec., 52.) (Italics ours.) 

Attached to each of the full paid certificates were 
twenty “interest coupons” which provided as follows: 

“The Fidelity Savings and Loan Association 
will pay the bearer 
One Hundred and Fifty Dollars 
at its office in the city of 
Los Angeles, California, 
interest on Certificate I) 6-5139 
G. H. Wad lei gh 

Secretary.” (Rec., 53.) i 

* I 

It is submitted that the form of these certificates 


dividend 
diall not 


unequivocally indicated an intention on the part o 
lant that the returns on these types of shares 


: appel- 
would 
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be payable irrespective of profits. The use of the word 
“interest” in Section 2 of Article X of the By-Laws 
(referring both to full paid and savings pass-book shares) 
and in the full paid share certificate indicates that appel¬ 
lant undertook to pay the amount thereof absolutely and 
irrespective of profits. 

In the case of Herndon r. Wardlaiv (1915), 100 S. C. 
1, 84 S. E. 112, the question arose whether the plaintiff 
became a stockholder or creditor of the York Cotton Mills 
under an agreement therein set forth. The court held 
that the use of the word “interest” in the agreement was 
indicative of an intention to create a debtor-creditor rela¬ 
tionship between the parties and not that of stockholder. 
The court said (84 S. E. 114): 

“But the agreement further provides that the cor¬ 
poration shall pay ‘interest' on the said $6,000; 
‘that is, 1 per cent, in addition to the 7 per cent, 
dividend named in the certificates/ The certificates 
provide for the payment of dividends, not interest. 
The use of the word ‘interest' in the agreement sus¬ 
tains the view that the parties intended the transac¬ 
tion to be a loan.” 

See, also: 

State of Missouri v. Scarpaci, cited and discussed 
supra, p. 7. 

Undoubtedly the coupons attached to the full paid 
shares above referred to were negotiable and a holder in 
due course thereof would have been entitled to enforce 
against appellant the obligation to pay the same, irre¬ 
spective of the amount of profits made by appellant and, 
indeed, many such coupons were presented by banks. 
(See Rec., 54.) 

It is difficult to imagine that appellant would have 
attached such coupons which, in the hands of holders in 
due course, could be absolutely enforceable against it un¬ 
less it intended to assume such an absolute and uncondi¬ 
tional obligation. 

In A. R. R. 237, 3 C. B., page 327 at 329, it is said: 

“It is elementary that a corporation cannot issue 
stock except under authorization of its charter. See 
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Cook on Corporations, 6th ed. 268. Secondly, the 
certificates provide specifically for the payment of 
interest at a specified rate per annum. No qualifi¬ 
cation is found in the charter or in the by-laws limit- 
ins this obligation, and there is no reason why the 
holders of such certificates cannot sue fc)>r the in¬ 
terest if default is made in payment. This, of course, 
is foreign to the idea of preferred stock, for it is 
well settled that a preferred stockholder is not a 
creditor of the corporation. Warren v. Kin 108 
U. S. 389.” 


(2) The conduct and actions of the parties established the fact 


that they considered their relationship to be that 
creditor. 


of debtor- 


In addition to the express provisions of the certificates, 
certain action taken on behalf of appellant is also indica¬ 
tive of the fact that it assumed an absolute obligation to 
pay the returns on the full paid and savings pass-book 


icates of 
bailment 


board of 


shares, and that it regarded the same as certi 
indebtedness and of a nature different than its in 
and permanent stock. 

As found by the Board of Tax Appeals, the 
directors of appellant never declared dividends o^i the full 
paid or savings pass-book shares, but the secretary of 
appellant computed the amount that would be due under 
their terms and, if sufficient cash were not on hand, he 

7 I 

borrowed it from banks and such payments were made 
without reference to appellant’s profits for the period in¬ 
volved, and irrespective of any losses that might have been 
incurred during such period. In the annual statement sub¬ 
mitted to the directors by the secretary, the amount of 
these returns was treated as an expense and debited as 
interest and deducted from gross income. (Rec., 54.) 

On the other hand, the dividends paid on th^ perma¬ 
nent and installment stock were always declared by reso¬ 
lution of the board of directors. (Rec., 54.) the divi¬ 
dends on the installment and permanent stock were only 
declared from profits made during the period covered by 
the payment. (Rec., 55.) 
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Mr. Lee, secretary of appellant, testified at the trial 
before the Board of Tax Appeals that appellant regarded 
the payment of returns on the full paid and savings pass¬ 
book shares as a required payment which was payable 
irrespective of losses or profits. (Rec., 81.) 

Likewise, it appears that the holders of these shares 
regarded themselves as creditors. Thus the board found 
on the hearing below that “no holder of * * * ‘savings 
pass-book shares’ * * * or certificates of ‘fully paid 
stock’ has ever claimed any right to participate in the 
profits of petitioner.” (Rec., 54.) 

(3) In determining the nature of any transaction for the pur¬ 
pose of ascertaining the tax liability relative thereto the 
Government is bound by the interpretation placed on such 
transaction by the parties. 

The court in interpreting the meaning of these shares 
should rely not alone on their language, but should be 
guided by the interpretation placed thereupon by the 
parties. 

See: 

In re Thomas (1916) (I)is. Ct. S. I). <Ja.), 231 Fed. 
513; 

Bransford r. Regal Shoe Co . (1916) (C. C. A. 5tli 
Cir.), 237 Fed.' 67: 

District of Columbia r. Gallagher (1888), 124 17. S. 
505, 8 Sup. Ct. 585, 31 L. Ed. 526: 

Toplitf v. To pi iff (1887), 122 U. S. 121, 7 Sup. Ct. 
1057, 30 L. Ed. 1110; 

13 Corpus Juris , p. 546. 

In cases which have arisen before the federal courts 
involving tax matters, it is held that in determining tax 
liability arising from any transaction, the government is 
bound, in the absence of attempted fraud on the govern¬ 
ment (which we do not understand the government alleges 
to exist in the instant case), by the interpretation of the 
transaction put thereupon by the parties. 

In the case of Hamilton r. Commissioner (1928) (C. C. 
A. 1st Cir.), 24 Fed. (2d) 668, a question arose as to the 
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proper interpretation of an agreement entered into be¬ 
tween a husband and wife. The government contended 
on the one hand that the wife intended to and did transfer 
all of a manufacturing business owned by her to her hus- 
band and that therefore the husband was liable to pay an 
income tax on the full income therefrom. The court held 
that the government was bound bv the interpretation 
placed thereupon by the parties, i. e., that the husband 
onlv got a three-fourths interest in the business. 


In the case of Schneider r. Duffy (1930) (I)is. Ot. D., 
New Jersey), 43 Fed. (2d) 042, a corporation agreed to 
conditionally assign to one of its officers 1300 shares of 
common stock as consideration for the abandonment by 
him of a scheme to run a competitive business. The stock 
was to be delivered in instalments. The court hold that 
evidence was admissible to show that the above |was the 
true nature of the transaction and that it was intended 
that the stock immediately vest in him at the making of 
the agreement and not that it vest in him at the time of 
each successive instalment, and that by reason thereof 
the transaction should be regarded as such for the pur¬ 
pose of ascertaining tax liability. 

In United States r. Board (1926) (I)is. Ct. W. D. 
K\\), 14 Fed. (2d) 459, the court held that extraneous 
evidence should be admitted to show the true nature of 
a reorganization transaction. In this regard the court 
said (14 Fed. (2d) 460): 

“In such a situation, even as between the parties 
to the contract, the court would be justified in re¬ 
sorting to extraneous evidence to deterininp what 
the real intention of the parties was. It is well 
settled that, in determining tax liability on contracts 
such as the one in question, the government is not 
bound to accept the contract upon its face, but may 
burrow under the words used in the contract and bv 

•J 

extraneous evidence, if necessary, determine tpe real 
agreement between the parties. Certainly, the tax¬ 
payer should, he accorded the same right to demon¬ 
strate by extraneous evidence, where the contract is 
ambiguous , what the real contract was.” (Italics 
ours.) 
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In Wiggin Terminals, Inc., v. United States (1929) (C. 
C. A., 1st Cir.), 36 Fed. (2d) 893, at page 898, the court 
said: 

“If it be shown that dividends paid are, according 
to the intent of the parties, in fact interest, and the 
stock on which the dividends are paid is merely held 
bv the creditor as securitv, it makes no difference 
what the reason was for paying in that form. The 
courts look to the real character of the payment, and 
construe the statute liberallv in favor of the tax- 
payer. ? ’ 

See, also, Guaranty State Savings and Loan Company 
v. Commissioner, 14 B. T. A. 72, Dec. No. 4561 C. C. H. 
remanded on stipulation of counsel, 41 Fed. (2d) 99S. 

(4) Since the effect of holding that the full paid and savings 
pass-book shares of appellant are true corporate stock would 
make their issuance ultra vires and illegal, and would 
nullify the obligation of appellant assumed thereunder, the 
court must hold that such shares evidence a borrowing. 

Under the holding of the Board of Tax Appeals in 
this case that dividends on full paid and savings pass¬ 
book shares issued by California building and loan asso¬ 
ciations are payable only out of profits, it follows, by 
reason of the fact that appellant expressly assumed an 
absolute and unconditional obligation to pay returns on 
its full paid and savings pass-book shares here in ques¬ 
tion, irrespective of profits, that if said shares be re¬ 
garded as true corporate stock, their issuance was ultra 
vires and illegal, and the absolute and unconditional obli¬ 
gation assumed by appellant to pay such returns is not 
binding. 

See 7 R. C. L. 285, where it is stated: ! 

“Corporations frequently issue preferred stock 
and guarantee a dividend on it. Where such stock 
partakes of the nature of a debt and is not solely of 
the character of stock, such a guaranty is valid. But 
a contract which attempts to bind the corporation to 
pay certain dividends in any event, while it may not 
always be regarded as void, cannot be enforced in 
the absence of profits or earnings. ?? 
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(1931), 
aid (112 


See, also, Fawkes v. Farm Lands Invs. Co. 

112 Cal. App. 374, 297 Pac. 47, where it was s 
Cal. App. 379): 

“It is also fundamental in the law of corporations 
that the directors have no authority to declare a 
dividend upon any of its stock, common or preferred, 
unless the dividends are earned, and a corporation, 
therefore, cannot agree to pay annual dividends on 
preferred stock at all events without regarji to the 
earnings of the corporation being sufficient to pay 
them. ’ ’ 

It is a well established rule of statutory interpretation 
that where a contract is susceptible of two interpretations, 
one of which would make it legal and the other ill 
court must adopt the former. Accordingly, it 
held that appellant’s full paid and savings p^iss-book 
shares constituted a borrowing on its part un 
power to borrow conferred upon it under the te 
provisions of former Section 633 of the Civil Code 
to make the issuance of the same intra vires and Id 
the obligation of the appellant thereon binding. 

See 6 R. C. L. 839, where it was said: 

“Tf a contract is of doubtful meaning, hud one 
construction would make it legal and anothei 
the courts will adopt that construction wh 
not impute to the parties an intention to violate the 
law.” 


gal, the 
hiust be 


der the 
*ms and 
jin order 
gal, and 


illegal, 
oh will 


See also: 

13 C. J. 539, where it is said: j 

“Where a particular word or words, or the con¬ 
tract as a whole is susceptible of two meanings, one 
of which will uphold the contract or render it valid 
and the other of which will destroy it or render it 
invalid, the former will be adopted so as to uphold 
the contract.” 


and 


2 Willis ton on Contracts , 1202, where it is Isaid: 
“A construction which makes the contract lawful 
will be preferred over one which would n|iake it 
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unlawful; a construction which renders the contract 
valid and its performance possible will be preferred 
to one which makes it void or its performance impos¬ 
sible or meaningless. 

In the case of United States v. Board, supra, p. 31, the 
question arose as to the proper interpretation of a con¬ 
tract of merger. It was contended on the one hand that 
the agreement was for the sale of the assets of one cor¬ 
poration to another corporation and hence taxable to the 
transferring corporation, and on the other hand it was 

contended that it was a sale of stock bv the stockholders 

1 • 

of such corporation to the other corporation. The court 
in holding that it was allowed, held that it could admit 
extraneous evidence for the interpretation of the agree¬ 
ment and that if the agreement was interpreted as con¬ 
tended for by the government it would be illegal since the 
stockholders of a corporation cannot sell the assets of such 
corporation. In this regard the court said (14 Fed. (2d) 
46°): 

“ There 1 is another cardinal rule in the construction 
of contracts which are susceptible of two meanings, 
viz., that that construction should be airen, if the 
facts justify / it, which would render the contract 
enforceable, rather than to adopt a construction 
which would render it unenforceable.'' (Italics ours.) 

Dickinson v. Continental Trust Co. (1898), 23 Misc. 
Reports, 489, 52 X. Y. Sup. 672. 

In this case a building and loan association issued cer¬ 
tain shares providing for redemption under rights which 
legally could not be conferred upon shareholders of a 
building and loan association under the laws of the State 
of New York at that time. The court held that such 
“shares" would be considered lawfully issued as con¬ 
stituting a borrowing of money. The court said (52 
X. Y. Sup. 674): 

“Upon the back of the certificates issued to these 
defendants, among other things, appears as follows: 

‘This certificate is fully paid and nonassess¬ 
able, and the holder shall receive a dividend of 
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six per cent, per annum, payable semiannually 
on the first clays of January and July; and in 
consideration of the additional security given 
by placing the money paid upon this Certificate, 
and the securities purchased therewith in the 
custody of the Continental Trust Company of 
New York, the holder waives forever any right 
to additional profits or dividends.’ 

“Then come provisions for redemption of the cer¬ 
tificate by the association by payment in full, etc., 
and the holder is given the right to demands payment 
in full after 10 years. This discloses a special con¬ 
tract, quite outside the ordinary contract between 
the association and the other members, and has 
more the appearance of a loan of money upon se¬ 
curity than otherwise. Tt certainly is not capital 
taking the risks and chances of the business. The 
defendants Ashley and Smith parted with their 
money in good faith, under this contract, and upon 
these conditions it was paid to the Continental 
Trust Company. The association received it from 
the Continental Trust Company, upon turning over 
the mortgages now sought to be recovered and the 
money found its way into the association’s general 
fund for the benefit of all the other members. These 
defendants were not members of the association be¬ 
fore they parted with their money, and did not rely 
upon any promise of the association to pay either 
principal or interest. They had the assurance of 
the Continental Trust Company and the mortgages 
in the possession of that company as security. Ex¬ 
cept for this assurance and this security! for its 
return, it is not at all likely the association would 
have become possessed of the money. All this may 
have been ultra vires so far as the association was 
concerned, and I think it was in so far a^ it can 
be viewed as a method of creating preferred Member¬ 
ships in the association, but it is not a [contract 
against public policy in the sense that it was malum 
in se,—contra bonos mores; and, regarded as a 
method of borrowing money, cannot be considered as 
malum prohibitum; the charter, at most, or^ly pro- 
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hibiting the doing 4 business' on any other than the 
mutual plan.” 

Wright v. Johnston (1918). 183 Iowa SOT, 167 X. W. 
680. Action by purchaser of so-called preferred stock 
to recover money paid therefor because of fraudulent 
representations by defendant. Plaintiff contends that 
the stock is void. The articles of incorporation describe 
the stock as being eight per cent semi-cumulative, pay¬ 
able out of net profits, liquidation preference. Corpora¬ 
tion could purchase after three months’ notice and cor¬ 
poration should repurchase upon six months' notice by 
the holder after Julv 1, 1910, or in the event that four 
consecutive dividends have been passed. Xo mortgage 
to be suffered) without consent of preferred. Xo vote. 
Held —this stock is merelv evidence of indebtedness: it 
is absolutelv yoid as stock. The court said (167 X. W. 
683): 

“The so-called certificates of preferred stock have 
all the characteristics of evidences of indebtedness, 
and none of those of stock certificates, and, as to 
the so-called certificates of stock, we are of opinion 
that thev are absolutelv void as stock.” 

mt m/ 


CONCLUSION. 

In conclusion, we wish to emphasize that appellant as¬ 
sumed an absolute and unconditional obligation to pay 
returns on the shares in question irrespective of profits; 
that appellant was under an obligation imposed by statute 
to repay, after proper notice, the entire amount repre¬ 
sented by such shares upon demand of the holders there¬ 
of; that the presence of a true corporate stock in appel¬ 
lant’s capital structure clearly distinguishes appellant 
from those associations having no such permanent or 
guarantee stock and removes what, in our opinion, is the 
only possible argument for holding that the deposits rep¬ 
resented by the full paid and savings pass-book shares 
are stock; that there is no decision of any court which 
we have been able to find in which the court considered 
the effect of the presence of true corporate stock on the 
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status of full paid and savings pass-book shades of a 
building and loan association and held such shades to be 
stock notwithstanding the presence of the permanent or 
guarantee stock; that the well reasoned cases of Mer¬ 
chants' National Bank of San Francisco v . Continental 
Building and Loan Association, supra, page 9, and In re 
Western States Building-Loan Association, supra, page 22, 
hold that shares of California building and loan associa¬ 
tions are certificates of indebtedness and not stocjv, which 
cases, to our minds, should be controlling on this point; 
and finally, that this court itself in Barley v. Sittings, 
supra, page S, has held that shareholders of a Wilding 
and loan association are creditors. 

# I 

Dated, San Francisco, California, 

October 7,1932. 

Respectfully submitted, 

Orrick, Palmer & Dahlquist, 

As Amici Curiae . 
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